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Dear Sir or Madam:

On July 12, 2005, the San Diego City Employees’ Retirement System ("SDCERS") filed a request
for a compliance statement from the Internal Revenue Service ("IRS") under the Voluntary Codfection
Program of the Employee Plans Compliance Resolution System pursuant to Revenue Procedurei§03-44..
That filing was assigned control number 911659038, As indicated therein, that filing addressedfonly a
correction with respect to the Presidential Leave Program. We have assisted SDCERS with a compliance
review over the past months and, in the course of that review, have identified corrections necessary with
respect to the requirements contained in Section 415(b), (¢) and (n} of the Internal Revenue Code of 1986,
as amended (the "Code") This letter constitutes a supplement to the July 12% filing.

As this is a supplement to the orlgmal'VCP filing, we have not repeated the basic information
contained in that filing regarding the type of plan and the overview and history of SDCERS. Instead, this
filing begins with the required information relating to the correction addressed herein. Capitalized terms
used but not defined herein have the meanings atiributed to them in the July 12® filing. Attached to thig
letter (as Exhibit 2} is the 415(b), (¢) and (n) Compliance Strategy Report (the "Report™), which w
prépared for SDCERS in the course of our compliance review. This document confains most of t@e
information necessary for this filing. Therefore, in many places throughout this letter we have simply
provided references to that Report. We trust this method of providing the information will be acceptable.
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I REQUIRED INFORMATION

A. Operational Failures
Exhibit F to the attached Report reflects the 29 instances in which the retrospective 415 testing
conducted by SDCERS indicates that payments were made in excess of the 415(b) limits. This group
reflects individuals who retired on or after Janvary 1, 1995. The total-overpayments were $2,266,162.

B. Administrative Procedures in Effect at the Time the Failure Occurred

SDCERS has not historically conducted 415(b) or 415(c) testing. Therefore, there were no
procedures in place.

C. Explanation of How and Why the Failures Gccurred

The failures occurred because SDCERS had no-monitoring or testing system in place in order to
ensure that benefits were not paid in excess of the 415 limits. Exhibit F to the attached Report provides
more detailed information regarding the amounts involved in each failure.

D. Description of Method for Correcting the Failure

SDCERS will take action to recover the excess benefits identified in Exhibit F to the attached
Report, including interest as reflected therein, from the plan sponsors,

E. Description of How SDCERS Wil Aveid Repeat Failures

Pages 29-30 of the attached Report, as well as Exhibits B through E to the Report, expiain the
process SDCERS is implementing for prospective 415 testing in order to ensure that further failures do
not oceur.

IL THE FOLLOWING CONFIRMS PREVIOUSLY SUBMITTED INFORMATION:

A. Statement Regarding Employee Plans Examination
Provided as Exhibit 1-A, Exhibit 1-B and Exhibit 1-C to the July 12" VCP filing. -

B. Statement Regarding Determination Letter

SDCERS filed a determination letter appiication simultaneously with the July 12" VCP filing,

C. Statement Regarding Period for Correction

SDCERS tested all retirees currently receiving benefits who retired on or after January 1, 1995.
This retrospective testing examined benefits paid from 1995 through June 30, 2005. Testing for the
balance of 2005 and 2006 will be handled as a self-correction using the retrospective testing method,
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D. Penalty of Perjury Statement

See attached Exhibit 1.

E. In support of this submission, the following documents were attached to_the July
12" VCP filing:

1. A completed VCP Checklist from Appendix C of Revenue Ruling 2003-44, was
submitted as Exhibit 3 to the July 12th VCP filing. In preparing this supplement
and checking to ensure that it contained the correct information and documents
required under Rev. Proc. 2003-44, we determined that the answers provided in
the original VCP Checklist accurately reflect the responses with regard to this
supplement. Therefore, we have not provided an additional VCP checklist.

2. The information required on the first three pages of the Form 5500, even though
SDCERS is not required to file 2 Form 5500, was submitted as Exhibit 4 to the
July 12® VCP filing,

3. A signed Form 5300, Application for Determination for Employee Benefit Plan,
together with the applicable user fee and related determination letter application
materials, was submitted as Exhibit § to the July 12® VCP filing.

4. A signed Form 2848, Power of Aftorney and Declaration of Representative,
authorizing the undersigned to represent SDCERS in connection with VCP
submission, was submitted as Exhibit § to the July 12" VCP filing.

5. A check payable to the U.S. Treasury in the amount of $25,000 for the required
VCP fee was submitted as Exhibit & to the Tuly 12" VCP filing,

6. A signed Statement Regarding Plan Documents was submitted as Exhibit 9 to the
July 12 VCP filing,

F. Insupport of this subzpmgwssion,' the following documents are attached:

1. Exhibit 1; Penalty of Perjury Statement.

2. Exhibit 2: Code Section 415(b), {¢) and {n} Compliance Strategy Report
prepared by Ice Miller LLP for SDCERS, including all attachments to that
Report.

We believe that the information submitted is complete with respect to Code Section 415(b), {c)
and {n) issues. If you have any questions or need additional information, please contact any of us at the
telephone numbers listed above.
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Enclosures
ce: Carol Gold (hand deliver bound copy)
Joyce Kahn (hand deliver bound copy)

Louis J. Leslie (hand deliver bound copy and via emaii)

Roxanne Story Parks (w/ bound copy)
David Arce (w/o attachments}
Lin Fitzenhagen (via email)

Very truly yours,
ICEMILLER LLP

Mh Braitman

Peter Preovolos (w/bound copy)
David Wescoe (w/bound copy)
Bob Wilson (w/o attachments)
Tony Santos (w/o attachments)
Patrick Lane {w/o attachments)



EXHIBIT {
PEMNALTY OF PERJURY STATEMENT

Under penalties of perjury, I declare that I have examined this submission, including
accompanying documents, and, to the best of my knowledge and belief, the facts presented in
support of this submission are true, correct, and complete,

San Dwgo City ﬁ‘?eel}etxre t System
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- EXHIBIT 2

SAN DIEGO CITY EMPLOYEES
RETIREMENT SYSTEM

415(b), (¢), and (n) Compliance Strategy Report

' Mary Beth Braitman
Terry A.M. Mumford
Katrina M. Clingerman
Yce Miller LLP
One American Square, Suite 3100
Indianapelis, IN 46282-0200
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L
INTRODUCTION

Ice Miller LLP ("Ice Miller”) has been retained to provide a compliance review with
regard to the Internal Revenue Code of 1986, as amended ("Code"), requirements applicable to
the status of the San Diego City Employees' Retirement System ("SDCERS") as a qualified
retirement plan under Code Section 401(a).

Ice Miller is not considering tax reporting and withholding under the Code nor any other
federal law. We are also not deliberating any state law issues. Where state law rmust be
considered, we are relying on interpretations provided by SDCERS counsel.

This report pertains to Code Section 415(b} and 415(c}, and to Code Section 415{n) as it
is related to 415(b) and 415(c). We have touched on Code Section 415(m) only with respect to
the treatment of excess benefits under Code Section 415(b). We have prepared a separate
briefing document for SDCERS on the topic of 415{(m).

We have based this report on the material provided to us by SDCERS. We have not
independently verified what has been provided to us. We are relying on SDCERS to provide us
with documents, forms, and information necessary for this review,

il.
IMPORTANCE OF CODE SECTION 415 COMPLIANCE

A. SDCERS as A QUALIFIED GOVERNMENTAL PLAN

Retaining "qualified plan® status under Code Section 401(a) is an important requirement
for retirement plans. The primary advantages in retaining "qualified” status are that (i) employer
contributions are not taxable to members as they are made (even when vested) and taxation only
occurs when plan distributions are made, (ii) earnings and income are not taxed to the trust or the
members; (iii) certain favorable tax treatments are available to members when they receive plan
distributions, e.g., ability to rollover amounts; (iv) employers may “pick up" employee
contributions; and (v} employer contributions to, and benefits from, the plan are never subject to
employment taxes (i.e., FICA taxes). These advantages would generally not apply to a non-
qualified plan.

B. CODE SECTION 415 LIMITS

One key qualification requirement applicable to qualified plans is the Code Section 415
limits. Code Section 415 benefit and contribution limits must be followed to protect the tax
qualified status of a retirement plan under Code Section 401(a). These limits must be met by all
plan members. If even one member is paid an annual benefit greater than Code Section 415
allows, or contributes more than Code Section 415 allows, theoretically, the entire plan will be

disqualified.
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C. PROPOSED REGULATIONS

On May 31, 2005, the IRS issuved proposed regulations for Code Section 415 (the
"Proposed Regulations™). The Proposed Regulations are mentioned below where their
provisions are of particular interest or concern. However, given that it is expected that the IRS
will finalize these regulations in 2006, and we anticipate some changes being made to the
regulations as they move to final, we have not included an in-depth analysis of the Proposed
Regulations in this overview. However, we have attached a summary of key areas addressed by
the Proposed Regulations as Appendix A. Recently, the IRS issued Notice 2005-87, which states
that the grandfather provisions contained in the Proposed Regulations will be expanded upon
issuance of final regulations.

L
OVERVIEW OF LAW WITH RESPECT TO
DEFINED BENEFIT LIMITATIONS

This Section of our Compliance Strategy Report provides an overview of the federal law
with regard to Code Section 415(b). The impact of Code Section 415(b) on SDCERS and our
specific recommendations for a compliance strategy are included in the next Section of this
Report.

A, BASIC BENEFIT LIMITS
1. Current Limits

As amended by the Economic Growth and Tax Relief Reconciliation Act of 2001
("EGTRRA"), the basic requirement of Code Section 415(b) is that the annual benefit in the form
of a single life annunity provided to a member who is between the ages of 62 and 65 may not
exceed the lesser of: (1) $160,000 as adjusted for inflation in $5,000 increments (the "Dollar
Limit"), or (2) 100% of average compensation (the "Salary Limit"). Code Section 415(b)(1).
For the 2006 calendar limitation year, the Dollar Limit is $175,000. The Salary Limit does not
apply to governmental plans such as SDCERS. Therefore, the following discussion and our
methodology do not include the Salary Limit.

The Proposed Regulations would require that limits be applied on an annual basis to the
accrued benefit. In Ice Miller's comment letter to the IRS with regard to the Proposed
Regulations, we stated the following on this point:

We do have one overarching concern with the Proposed Regulations. They are
fundamentally based on an annual accrual concept. For private sector plans this
works well and is entirely consistent with the requirements and structure of Code
Sections 411 and 412. However, these rules are not applicable to governmental
plans, and, for most governmental plans, this concept does not work. In the
governmental environment, vesting is generally determined by state law or local
ordinances. In many cases, there is no "accrual concept in the governing laws,
but rather set benefits payable at certain events.
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Therefore, we have prepared this compliance strategy report on the assumption that
benefit testing for 415(b) purposes will be done at benefit payout.

2. Limitation Year

The annual benefit is tested in a "limitation year." Unless an election is made by the
employer, the limitation year is the calendar year. Treas. Reg. § 1.415-2(b)(1). An employer
that maintains more than one qualified plan may elect to use different limitation years for each
such plan. Treas. Reg. § 1.415-2(b)(3).

B. TAMBRA ELECTION

Section 415(b)(10} of the Code was added by the Technical and Miscellaneous Revenue
Act of 1988 (sometimes called TAMRA) to offer state and local government plans a means of
complying with the Section 415 limits without violating state anti-cutback laws. Under this
Section, the defined benefit limit for an employee who became a participant in the plan before
January 1, 1990, would not be less than his or her accrued benefit determined without regard to
any plan amendment adopted after October 14, 1987. However, for a state or local government
to take advantage of Section 415(b)(10), each employer maintaining the plan was required to
elect, before the close of the plan year beginning in 1990, to apply the defined benefit limits
applicable to private plans to employees who first became participants after 1990. However,
there were also special provisions for state-wide statutory changes. For plans that made a
TAMRA election, the qualified participants would still have their TAMRA protection.

C. AMOUNTS EXCLUDED FROM TESTING

For purposes of Code Section 415(b), the annual benefit means the benefit payable
annually in the form of a straight life annuity (with no ancillary benefits), without considering
payments made from a qualified excess benefit arrangement, afier-tax employee contributions,
and any rollover contributions. Code Section 415(b)(2).

1. Ancillary Benefits

"Ancillary benefits" do not count toward the benefits sabject to Code Section 415. As a
result, any benefit that is an ancillary benefit can exceed the 415 limits without the plan being
disqualified, Generally, "ancillary benefits" are benefits not directly related to retirement income
benefits. Ancillary benefits include "pre-retirement disability benefits and death benefits (such
as in-service death benefits)." Code Section 415(b)(2)(B); Treas. Reg. § 1.415-3(c)(ii).

a. Pre-Refirement Disability Benefits

According to a non-precedential IRS Information Letier (IRS Information Letter on § 415
Limitations on Public Plans dated August 20, 1991 ("IRS Letter")) discussing Code Section 415
limitations on governmental plans, pre-retirement disability benefits under governmental plans
are not taken into account under Code Section 415, even if the pre-retirement disability benefits
exceed the "qualified disability benefit" limitations established in Code Section 411(a)(9). IRS
Letter, § 1 Q&A-3; Treas. Reg. § 1.415-3(c)(ii). However, pre-retirement disability benefits are
required to comply with Revenue Ruling 72-3, which prohibits a pension plan benefit from

3
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exceeding 100% of the employee's compensation. For this purpose, the definition of the term
"compensation" is similar to the definition identified in Code Section 415 and is subject to cost
of living increases. -~ Thus, there is still a test that needs to apply to pre-retirement disability
benefits. Contrasted to pre-retirement disability benefits, post-retirement disability benefits must
be taken into account for purposes of complying with the Code Section 415 limitations. TRS
Letter, § 1 Q&A-4. Thus, (1) post-retirement disability benefits, (2) line of duty disability
benefits paid post normal retirement date, and (3) pre-retirement disability benefits payable post -
normal retirement age will be tested under Code Section 415(b).

b. Pre-Retirement Death Benefits

Pre-retirement death benefits provided under a governmental plan are also exempt from
the Code Section 415 limits. IRS Letter, § 1 Q&A-5; Treas. Reg. § 1.415-3{(c)(ii). However,
pre-retirement death benefits must meet the incidental benefit requirements of Code Section 401
and the regulations thereto. Generally speaking, death benefits are incidental where the plan
provides a pre-retirement death benefit that is no greater than 100 times the monthly annuity
benefit provided under the plan, or the cost of the death benefit does not exceed 25% of the total
cost of all benefits for that participant. (This latter test would be one that would be analyzed by
an actuary.) Revenue Ruling 74-307, 1974-2 C.B. 126.

2. Qualified Excess Benefit Arrangement ("OEBA')

Effective for years after December 31, 1994, state and local government employers may
maintain "qualified governmental excess benefit plans" ("QEBA") under Code Section 415(m).
Excess Plans are plans that provide benefits that cannot be provided under a qualified plan due to
the limits on contributions and benefits. Excess Plans permit staie and local government
employers to provide benefits to their employees:

{1}  without jeopardizing plan qualification because of the limits on contributions and
benefits under Code Section 415,

(2)  without jeopardizing a plan's status under Code Section 457 as an "eligible
deferred compensation plan," and

(3)  without the income that accrues to the qualified governmental excess benefit plan
being taxable to the plan's government sponsor,

As we have discussed, we will not be addressing Code Section 415(m) and QEBAs in
detail in this report, but in a separate report. However, for the purposes of determining
retrospective benefit testing protocols, we think that it is relevant to consider the following
_ provision that accompanied the enaciment of Code Section 415(m):

Nothing in the amendments made by this section shall be construed to imply that
a governmental plan (as defined in section 414(d) of the Internal Revenue Code of
1586) fails to satisfy the requirements of section 415 of such Code for any taxable
year beginning before January 1, 1995,
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P.L. 104-188. § 1444{c)2). Under this grandfather section, retroactive testing for plan
qualification purposes does not need to consider payments made prior to January I, 1995.

3. Allocation of Benefits to After-Tax Emplovee Contributions

Contributions made on an after-tax basis to a defined benefit plan are deemed to be
annual additions and subject to Code Section 415(c) limits {(discussed below in more detail).
Therefore, because the benefits have already been tested under Code Section 415(c), any portion
of a defined benefit attributable to those after-tax contributions may be subtracted from the
annual benefit before it is tested under Code Section 415(b). However, it is important to note
that benefits that would be atiributable to excess 415(c) contributions would not be "subtracted"
from the annual benefit for 415(b) testing purposes.

a. Mandatory Empioyee Contributions

Treas. Reg. Section [.415-3(d)}1) provides that the annual benefit atiributable to
mandatory contributions is determined by using the factors described in Code Section
411{c}2)(B) "regardless of whether Section 411 applies to that plan.” Regulations under Treas.
Reg. Section 1.411(c)-1(c) establish the required method for allocating a portion of the defined
benefit to the after-tax employee contributions for purposes of excluding this amount from the
final annual benefit to be tested. The method requires calculation of the after-tax {not picked up)
employee contributions (both mandatory employee contributions and any voluntary after-tax
payments for service purchases unless tested under Code Section 415(n}), plus interest, at rates
specified by the regulations. See Treas. Reg, § 1.411(c)-1(c). Generally, interest is computed at
the rate provided by the plan until the last plan year before Code Section 411(a)(2) does not
apply. Id. Thereafter, a plan should use a 5% interest rate factor.

Because governmental plans are exempt from Code Section 411, it is not clear how to
apply this guidance to a governmental plan to which Section 411(a)(2) never applies. The
Proposed Regulations provide that Code Section 411 should apply to this calculation even if the
section is not applicable to the plan. Ice Miller commented on this point as follows:

Because governmental plans are always exempt from' Code Section 411, it is not
clear how to apply this guidance to a governmental plan to which Section
411(2)}(2) never applies. We have not located any IRS guidance on point. A
literal reading suggests that, since Code Section 411(a)(2) never will apply to a
governmental plan, actual plan assumptions should continue to be applied. We
think that this reading is the best approach in the governmental plan confext.

b.  Voiuntary After-Tax Contributions

The rules governing mandatory employee after-tax contributions are also applicable to
voluntary after-tax contributions. Treas, Reg. § 1.415-3(d)(3). However, a special category of
voluntary after-tax employee contributions — for permissive service credit purchases — is
discussed below.
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4. Employee After-Tax Contributicns for Permissive Service Credit

Code Section 415(n) establishes a limitation structure for "permissive service credit"
purchases, instead of relying on the existing Code Section 415(c) defined contribution
limitations. This subsection allows Code Section 415 to be satisfied by a purchase of permissive
service credit if either a modified 415(b) limit is met gr a modified 415(c) limit is met. These
linits can be applied on a participant-by-participant basis rather than choosing to apply the limit
on a plan-wide basis. For example, some participants could satisfy the modified defined benefit
limit when making a purchase of permissive service credit, while others could satisfy the
modified defined contribution limit.

a. Modified 415(b) Limit

For purposes of Code Section 415(n), the defined benefit limit in Code Section 415(b)
may be met by treating the accrued benefit derived from all permissive service credit as part of
the member's annual benefit. Code Section 415(n)(2XA) provides that, where the dollar limit
under 415(b) is reduced for retirement before age 62, "the plan shall not fail to meet the reduced
dollar limit under Subsection (b)(2)(C) {the age-reduced dollar limit] solely by reason of this
subsection.” Thus, the plan will not fail to meet the age-reduced dollar limit solely because the
accrued benefit derived from the permissive service credit purchase is included in the 415(b) test.

b. Modified 415(c} Limit

For purposes of Code Section, only the dollar limit under Code Section 415(c) applies
($40,000 (adjusted for inflation to $42,000 for 2005 and $44,000 for 2006)) by treating all
permissive service contributions as an annual addition under that limit.

¢, Defiaition of Permissive Service Credit

The special testing rules apply only if the service beiﬁg purchased qualifies as permissive
service credit. Code Section 415(n)(3) defines "permissive service credit" as follows:

(3) PERMISSIVE SERVICE CREDIT.—For purposes of this subsection—

(A) IN GENERAL.-The term "permissive service credit” means
service credit— .

{i) recognized by the governmental plan for purposes of calculating a
participant's benefit under the plan,

(i)  which such participant has not received under such governmental
plan, and

(iti)  which such participant may receive only by making a voluntary
additional confribution, in an amount determined under such governmental plan,
which does not exceed the amount necessary to fund the benefit attributable to
such service credit.
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Code Section 415(n)(3)(A). The proper interpretation of the Code Section 415(n) definition of
permissive service credit is not a settled term. The Proposed Regulations do not address 415(n)
issues. However, in private letter rulings, the IRS has taken the position that a benefit
enhancement purchase (buying 2 higher multiphier on service a member already has in a plan) is
not permissive service credit, because it would be a purchase for service in a plan under which
the member has already received credit for that service. See PLR 200229051, Further, it is the
IRS's position that permissive service credit must be related to an actual period of service or
employment.

d. Nongualified and Qualified Permissive Service

Permissive service credit can be categorized into two types. ‘First, the Code defines "non-
qualified service” as all permissive service that does not fall within one of the itemized types
listed in Code Section 415(n)(3)(C). Although the Code does not use this term, we have termed
the types of service included in this list as "qualified permissive service.”

Code Section 415(n)(3)(C) defines "nonqualified service" as all permissive service except
for the following types of service (which we have designated "qualified permissive service"):

° Service (including parental, medical, sabbatical, and similar leave) for the US
government, any state or political subdivision thereof, or any agency or
instrumentality of any of the foregoing.

° Service {including parental, medical, sabbatical, and similar leave) for an
educational organization which is a public, private, or sectarian school which
provides elementary or secondary educauon {through grade 12) as determined
under state laws,

s Service for an association of employees of the U.S., state or political subdivision
thereof, or an agency or instrumentality of the foregoing.

. Military service (non-USERRA covered) recognized by the governmental plan.

However, service under the first three (3) points above will be nongualified service if
recognition of the service would cause the member to receive a refirement benefit for the same
service under more than one plan. Code Section 415(n) does not permit a plan to take more than
five (5) years of nonqualified service into account, or to give members credit for any
nonqualified service before the member has at least five (5) years of participation in the plan.
Code Section 415(m)(3)(B).

It is important to note that "nonqualified service” is still one type of permissive service
that is described in Section 415(n)(3)(A). Therefore, nonqualified service is available for
purchase and may be tested under Code Section 415(n) special testing provisions.

&,  Effective Dates

The service purchase testing provisions for permissive service credit under Code Section
415(n) are subject to a transition rule. The transition rule provides that the defined contribution
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limits of Code Section 415(c) will not be used to reduce the amount of permissive service credit
an "eligible participant” can purchase below what they were allowed to purchase under the terms
of the plan as in effect on the enactment date, August 5, 1997. An "eligible participant" is an
individual who first becomes a participant in the plan before the first plan year beginning after
the last day of the calendar year in which the next regular session (following the date of
enactment) of the governing body with authority to amend the plan ends.

Because the term "permissive service” is used in the grandfather provision, we believe
that the IRS would apply a consistent definttion of permissive service credit to the transition rule,
As a result, the transition provision could permit greater purchases of nonqualified service and
could permit permissive service purchases that exceed 415(c) and (b) limits, but would not
extend to the purchase of service that did not meet the definition of permissive service credit.

5. Picked-Up Coniributions

It is important to note that pre-tax contributions (“picked-up contributions"), whether
mandatory or voluntary, are not treated as post-tax contributions. The benefit attributable to
picked-up contributions ig subject to 415(b) testing.

a. Code Section 414(h)

For governmental plans, "where the contributions of employing units are designated as
employee contributions but where any employing unit picks up the contributions, the
contributions so picked up shall be treated as employer contributions." Code Section 414{h)(2).
Consequently, if a governmental employer correctly picks up employee contributions, such
contributions will no longer be included in the employee's gross income, nor will they be subject
to income tax withholdings. Treas. Reg. § 1.402(a)-1; Rev. Rul. 77-462, 1977-2 C.B. 358.
However, such contributions may be treated as employee contributions for all other purposes,
including calculating benefits, state taxes, cost of living increases, salary increases, and bonuses.
GCM 39540; PLR 8630073.! In addition, certain pick-up contributions are taken into account as
"wages" for FICA purposes. Code Section 3121(v)(1)}(B}. The only way to obtain confirmation
that the IRS approves of a pick-up is through a private letter ruling.

Revenue rulings have established the'foliowing requirements for an effective pick-up:

s The employer must specify that the contributions, although designated as
employee contributions, are being paid by the employer in lieu of contributions by
the empioyee;

¢ The employee must not be given the option of choosing to receive the contributed
amounts directly instead of having them paid by the employer to the pension plan;
and

. The pick-up is not effective prior to the last action required to be taken by the
employer and/or the employee.

' Itis important to note that private letter rulings do not have precedential value for other taxpayers.
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Rev. Rul. 81-35; Rev. Rul. 81-36; and Rev. Rul. §7-10.

b. Pick-ups of Service Purchases under Governmental Plans

The IRS has approved the use of pick-ups for contributions to purchase service credit
under governmental plens that have sought private letter rulings. In order to meet the
requirements for an effective pick-up of an employee's service purchase, the above requirements
for a pick-up must be met plus the following:

The employee must elect to have the contributions for the service purchase made
pursuant to a binding and irrevocable payroll reduction authorization.

The payroll authorization specifies the amount by which the employee's
compensation will be reduced in order to purchase the service credit and the
duration of the authorization. '

The authorization cannot be revoked, except in limited circumstances involving
termination of emaployment or death of the employee.

The most recent IRS rulings on service ;ﬁurchase pick-ups have included the following
limitation language:

This ruling is based on the conditions that (1) a participant who elects to purchase
a particular type of service credit may not make more than one irrevocable
election to purchase that type of service credit; and (2) a participant may make
more than one irrevocable election to purchase service credit provided amy
subsequent election is for the purchase of a different type of service credit, is
irrevocable, and does not alter or amend the terms and conditions of any prior
election to purchase service credit.

PLR 200410025 (March 3, 2004); PLR 200347020 (November 7, 2003),

6.

Amounts Attributable to Rollovers

Rollovers to a defined benefit plan are treated similarly to employee contributions for
purposes of 415(b) testing:

If the benefit under the plan is payable in any form other than the form described
in subparagraph (A}, or if the employees contribute to the plan or make rollover
contributions (as defined in sections 402(c), 403(a)(4), 403(b)(8), 408(d)(3), and
457(e)(16), the determinations as to whether the limitation described in paragraph
{1} has been satisfied shall be made, in accordance with regulations prescribed by
the Secretary, by adjusting such benefil so that it is equivalent to the benefit
described in subparagraph (A).

Code Section 415(b)(2(B). This provision was amended by EGTRRA and is not reflected in the
current rules. However, the Proposed Regulations treat rollovers in a manner similar to after-tax
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contributions, so that the benefit atiributable to the rollover must be converted in accordance
with prescribed factors.

7. Amounts Attributable to Transfers between Qualified Plans

Under the current regulations, amounts attributable to a transfer from a qualified plan (a
plan under Code Section 401(a)) are not included for 415(b) testing purposes.
Treas. Reg. § 1.415-3(d)(1). See PLR 200347020 (Favorabie ruling to make transfers from state
defined contribution plan to defined benefit plan to purchase service); PLR 200345042
(Favorable ruling to make transfers from state defined contribution plan to defined benefit plan
to purchase service); PLR 200335035 (Favorable ruling to make elective transfer from
grandfathered 401(k) to defined benefit plan of amount necessary to buy service credit;
transferred amounts held separately).

However, under the Proposed Regulations, transfers beiween defined benefit plans that
must be aggregated are inciuded for 415(b) testing purposes. Prop. Treas. Reg. § 1.415(b)-
1(bY(3)(1)(A). But see PLR 200411046 (Favorable ruling approving elections to participate in
defined contribution, defined benefit or hybrid plan with plan-to-plan transfers available at
member's option on initial election; transfer available on subsequent elections to buy service
credit with certain transferred amounts,)

8. Plan-to-Plan Transfers from a 457(b} or 463{(b) Plan

There is an open question as to whether transfers made from 457(b) and 403(b) plans
could also be excluded. Currently, federal regulations limit this exclusion to transfers from
gualified plans. However, Code Sections 403(b}{(13) and 457(e)(17) permit a direct trustee-to-
trustee transfer of amounts from a 403(b) annuity or a 457 deferred compensation plan to a
governmental defined benefit plan to purchase permissive service credit (either qualified or non-
qualified) as defined in Code Section 415(n)(3)(A) and to repay contributions and earnings with
respect to a previous forfeiture of service credit as defined in Code Section 415(k)(3). The final
Treasury Regulations for 457 plans make it clear that the IRS believes that the term "permissive
service credit” for purposes of Code Section 457(e)(17) must be defined consistently with Code
Section 415(n), although the limiting provisions of 415(n} do not have to be applied. In addition,
the preamble to the Final Regulations raises another issue:

. .. Treasury and the IRS have concluded that section 415(n) does not apply to
such a transfer in any case in which the actuarial value of the benefit increase that
results from the transfer does not exceed the amount transferred.

68 F.R. 41232, The meaning of this comment is not clear and because the Proposed Regulations
do not address Code Section 415(n), we do not currently have any guidance from the IRS as to
whether a plan-to-plan transfer from a 457(b) or 403(b) plan to a qualified plan should be
governed by the same rules as a plan-to-plan transfer from a qualified plan.

9. Restoration of Contributions

Code Section 415(k}(3) provides that any repayment of contributions (including interest)
will not be taken into account for Code Section 415 purposes if the repayment is to a

10
1/1623403.16



governmenta! plan with respect to an amount previously refunded on a forfeiture of service credit
under that plan or any other governmentali plan maintained by the state or any local
governmental employer within the same state. Thus, so long as the amount repaid does not
exceed the amount refunded, plus interest, Code Section 415 should not apply. However, it is
important to note that the Proposed Regulations do not agree with this interpretation, but rather
freat the benefit attributable to the repayment as includible for 415(b) testing purposes. Prop.
Treas. Reg. § 1.415(b)-1{b)(2)(ii).

D.  AGE-BASED ADJUSTMENT TO LIMITS

1. Benefits Before Age 62

When the benefit begins before the participant reaches age 62, the Dollar Limit benefit
limit generally must be actuarially adjusted so that the limit (as reduced) equals an annual benefit
that is payable when the retirement benefit begins, and which is the equivalent of the Dollar
Limit beginning at age 62. Code Section 415(b)(2)(C). The actuarial adjustments must be made
in accordance with Code Section 415(b)2XE). Pre-EGTRRA, Code Section 415(b)Y2)F)
limited the actuarial reduction for governmental plans to & $75,000 benefit payable at age 55 or,
if the benefit began before age 55, the actuarial equivalent of a $75,000 benefit beginning at age
55.

_ a. Exception for Public Safety and Military

However, no age-based actuarial reduction is required for benefits beginning prior to age
62 for qualified participants. A qualified participant is defined as a participant:

(i) in a defined benefit plan which is maintained by a Siate or political
subdivision thereof,

(if) with respect to whom the period of service taken into account in determining
the amount of the benefit under such defined benefit plan includes at least 15
years of service of the participant —

(1) as a full-time employee of any police department or fire depariment
which is organized and operated by the State or political subdivision
maintaining such defined benefit plan to provide police protection,
firefighting services, or emergency medical services for any area within
the jurisdiction of such State or political subdivision, or

(II) as a member of the Armed Forces of the United States.

Code Section 415(b)(2XG)-(H). The interpretation of this provision has caused some concern
among public pension plans. For example, it was not enfirely clear whether the qualified
participant had to be a sworn officer of a police department or whether any employee of a police
department would be covered by this provision. The Proposed Regulations offer some incréased
flexibility for a "qualified participant,” which is defined as:
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a participant in a defined benefit plan that is maintained by a state or local
government with respect to whom the service taken into account in determining
the amount of the benefit under the defined benefit plan includes at least 15 years
of service of the participant ... [a]s a full-time employee of any police depariment
or fire department that is organized and operated by the state or political
subdivision maintaining such defined benefit plan to provide police protection,
firefighting services, or emergency medical services for any area within the
jurisdiction of such state or political subdivision.

Preamble to the Proposed Regulations. The proposed regulations would clarify that the
application of this rule depends on whether the employer is a police depariment or fire
department of the state or political subdivision, rather than on the job classification of the
individual participant.

This exception is very beneficial to public safety officers and fo other employees of
police and fire departments, including non-public safety personnel. However, this definition
does not cover employees who exercise police powers on behalf of a public agency but who are
not employed by an agency that is called a "police department" (such as a Public Safety
Department or Emergency Services Authority). An additional difficult situation arises with
regard to emergency services personnel who are employed by an agency that is not called a "fire
department" or "police department" but who are performing emergency medical services within
the local government's jurisdiction. It remains fo be seen whether the IRS will provide for
further flexibility.

b. Exception for Disability and Death Benefits

In addition, the actuarial reduction for benefits beginning before age 62 does not apply to
disability benefits or survivor benefits payable in the event of the death of the member provided
under a governmental plan. Code Section 415(b}(2)(1).

c. Exception for Permissive Service Credit Procedures

A purchase of permissive service credit may be tested under Code Section 415(b) without
regard to the reduction for early retirement.

2. Benefits After Age 65

For all members, if the retirement benefit under the plan begins after age 65, the Dollar
Limit is increased so that it is the actuarial equivalent to an annual benefit beginning at age 65.
Code Section 415(b)(2)(13). The actuarial agsumptions used to make this conversion are set forth
in Code Section 415(b)}2)(E).

E. ADDITIONAL SPECIAL RULES

1. Small Benefits

Code Section 415(b) has a number of additional special rules that may impact
governmental employers, Code Section 415(b)}(4) provides that defined benefit limits will not be
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applied to reduce a participant's benefits when total annual benefits are $10,000 or less.
However, this limitation only applies "if the employer has not at any time maintained a defined
contribution plan in which the employee has participated.” Code Section 415(b)(4)(B).

2. Less than 10 Years of Participation

When an employee has less than ten years of participation in a defined benefit plan, the
basic Code Section 415(b) Dollar Limit {or the minimum $10,000 exemption from testing) is
reduced by 10% for each year less than ten in which the employee participated in the defined
benefit plan for other than death and disability benefits (but not below 1/10™ of the Dollar Limit).
Code Section 415(b)(5) and Treas. Reg. § 1.415-3(g)..

F. OPrIONAL FORMS OF BENEFITS

Benefits in a form other than a straight life annuity must be actuarially adjusted to a
straight life annaity beginning at the same age in accordance with the otherwise applicable rules.
For example, annuity benefit forms including a post-retirement death benefit or an annuity
providing for a guaranteed number of payments must be adjusted for purpose of applying the
Code Section 415(b) limit. See Treas. Reg. § 1.415-3(c)(1)(ii). No adjustment is required for
certain benefits, including the actuarial value of a qualified joint and survivor annuity ("QJSA™)
that is fully or partially subsidized, the value of benefits not directly related to retirement
benefits, and certain cost of living increases. See Treas. Reg. § 1.415-3(c)(2).

Code Section 415(b)(2)E)(1) provides that "for purposes of adjusting any limit under
subparagraph (C) [adjustment to dollar limit before age 62] and ... for purposes of adjusting any
benefit under subparagraph (B) [adjustment for other forms of benefits], the interest rate
assumption shall not be less than the greater of 5% or the rate specified in the plan."? With
respect to adjusting a different form of benefit (under Code Section 415(b)(2)(B)), different
interest rate assumptions are used in the case of a form of benefit subject to Code Section
417{e)(3). Code Section 415(b)(2)E)(ii). However, because SDCERS is a governmental plan
which is not subject to Code Section 417(e)(3}, these different interest rate assumptions would
not be applicable. Rev. Rul. 98-1, Q&A-3 (plans that are not subject to Code Section 417{e)(3),
such as governmental plans, are not subject to the interest rate requirement under Section

415(b)2)EXD)-

Thus, for purposes of converting a form of benefit fo a straight life annuity, the inferest
rate assumption should not be less than the greater of 5% or the rate specified in the plan (i.e., the
rate used under the plan for actuarial equivalence for that specific benefit form). See IRS
Announcement 95-99.

G.  CoST-OF-LIVING ADJUSTMENT OF CODE SECTION 415(b) LIMITS

Cost of living adjustments to a2 member's benefits are permitted under Code Section
415(d) and Treas. Reg. § 1.415-5(a)(3). By regulation, the adjusted dollar limitation “is
applicable to . . . employees who have retired or otherwise terminated their service under the

*  Code Section 415(b)2)(EXiii) also provides that these same interest rate assumptions should be used in adjusting the 415(b)
limit when benefits begin after age 65.
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plan with a nonforfeitable right to accrued benefits, regardless of whether they have actually
begun to receive such benefits, as long as the plan specifically provides for the adjustment."
Treas. Reg. § 1.415-5(a)(3).

With regard to the COLA on SDCERS benefits, the current regulations provide that no
adjustment to the benefit's value is necessary for post-retirement cost of living increases "to the
extent that such increases are in accordance with" Code Section 415(d) and Treas. Reg. § 1.415-
5. Treas. Reg. § 1.415-3(c)(2)(iii). The correct interpretation of this phrase is a matter of some
debate. IRS has said informally and in a private letter ruling that they think an automatic
post-retirement increase must be initially reflected in the value of the member's benefit being
tested, thus resulting in an initial actuarial reduction of the 415(b) limit. This reduction can be
considerable. We do not think that this type of adjustment accurately reflects the regulations,
which reflect an incremental approach — that a COLA does not cause an adjustment "to the
extent” it is consistent with subsequent increases in the Code Section 415 limits. In addition,
there seems to be no reasonable way to project what the increases to the IRS limit will be (by
federal law the increases must be "similar" to the Social Security COLA calculations), making it
virtually impossible to reflect an incremental COLA adjustment into a reduced 415(b) limit.
Code Section 415(d}(2).

The Proposed Regulations incorporate the approach the IRS had taken in informal
guidance and provide that a fixed, automatic COLA has the effect of reducing the 415(b) limit.
As indicated, this reduction can be significant and would result in significantly more members of
governmental plans approaching the 415(b} limit. Ice Miller and many others have submitted
comments on this point, but it remains to be seen whether the IRS will address those comments
by revising its stance in final regulations.

H. CONSIDERATION OF AN ALTERNATE PAVEE'S BENEFITS FOR TESTING PURPGSES

Benefits payable to an alternate payee under a qualified domestic relations order are
treated as part of the member's benefit for purposes of applying the benefit limits under Code
Section 415, IRS Notice 87-21, Q&A-20; see also Announcement 95-99, Q&A-17.

I. TESTING OF THE SURVIVOR PORTION OF A BENEFIT

The rules which apply to a member's benefit also apply to a survivor's benefit. Under
Code Section 415(b)(1), the annual benefit may not exceed the applicable doliar limit ($170,000
for 2005). The Code defines "annual benefit" as "a benefit payable annually in the form of a
straight life annuity (with no ancillary benefits) under a plan to which employees do not
contribute and under which no rollover contributions ... are made." Code Section 415(b}(2)(A)
{emphasis added). If a benefit under the plan is payable in any form other than this form,

the determinations as to whether the [415(b)] limitation ... has been satisfied
shall be made, in accordance with regulations prescribed by the Secretary, by
adjusting such benefit so that it is the equivalent {o the benefit described in
subparagraph (A). For purposes of this subparagraph, any ancillary benefit
which is not directly related to retirement income benefits shall not be taken into
account; and that portion of any joint and survivor annuity which constitutes a
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qualified joint and survivor annuity (as defined in section 417) shall not be taken
into account.

 Code Section 415(b)(2)(B).

Thus, the benefit that is subject fo tesiing is a straight life annuity, and any other benefit
under a plan which is payable in a form other than a straight life annuity (other than a qualified
joint and survivor annuity) must be converted to a straight life annuity in order to pass 415(b)
testing. In essence, even if a benefit actually being paid is not a straight life annuity, it still
should have been converted to a straight life annuity and tested under Code Section 415(b).
Thus, upon the death of the retiree, there would be no need for a "conversion" of the survivor's
benefit or a change to the existing 415(b) limit as applied to the retiree's benefit. Rather, upon
the death of a retiree, the survivor's benefit continues to be tested against the refiree's benefit
limit. (This would also be true of a qualified joint and survivor annuity, even though it is not
converled to a straight life annuity for testing purposes, because such benefit is exempted from
the conversion requirement.)

J. AGGREGATION O TOTAL SDCERS BENEFITS FOR TESTING PURPOSES

Under a multiple employer plan, two (2) or more employers that are not part of a related
group participate in the same plan. In applying the Code Section 415 limits to such multiple
employer plans, Treas. Reg. § 1.415-1(e)(1) provides that for a participant in a multiple employer
plan, benefits or contributions under the plan attributable to such participant from all of the
emplovers maintaining the plan and compensation from all the participating employers must be
taken into account. Generally, if the employers had maintained separate plans this rule would
not apply, and the Code Section 415 limits would be separately determined for each employer
because they are not part of a related group.

Iv.
APPLICATION OF CODE SECTION 415(b} TO SDCERS
AND RECOMMENDATIONS

The purpose of this Section of this Compliance Strategy Report is to relate the
requirements of Code Section 415(b) as outlined in the previous Section to SDCERS.

A. PLAN DOCUMENT PROVISIONS

- SDMC § 24.1010(h) (per pending amendment) provides that employee contributions to,
and benefits from, SDCERS must comply with the Code Section 415 limitations on contributions
and benefits. The provision further establishes the calendar year as the testing year and permits
SDCERS to modify contributions as necessary to ensure compliance with Code Section 415.
The Board Rules do not contain any provisions relating to Code Section 415 compliance, nor do
any other policies or documents of which we are aware.
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B. OPERATIONAL COMPLIANCE

1. Definition of the Annual Benefit for 415(b) Testing

Under Code Section 415(b), the benefit that is subject to testing is the benefit payable
annually in the form of a straight life annuity ("SLA") with no ancillary benefits to which
employees do not contribute and no rollover contributions are made. Code Section 415(b}(2)(A).

a. Straight Life Annuity

The benefit that will be tested is the SLA plus the value of the DROP benefit (if
applicable) on a straight life basis.

For purposes of calculating the SLA, the value of any subsidy provided as part of a
qualified joint and survivor annuity was included only when the beneficiary was other than a
qualified spouse. We understand that using the SDCERS "maximum benefit" would generally
accomplish this purpose.

b, Post-Retirement Increases

SDCERS members receive two post-retirement adjustments: a fixed COLA and a 13®
Check. -Certain groups receive additional adjustments: a Supplemental COLA and benefit
increases under the Corbett settlement. The protocols in Exhibit A and Exhibit B treat the fixed
COLA as being within the Code Section 415(d) adjustment. With respect to the Supplemental
COLA, 13% Check and Corbett Settlement, these benefits will be treated as part of the annual
benefit for both prospective and retrospective testing. However, the value of the post-retirement
$2000 death benefit is not included for 415(b) testing, Treas. Reg. § 1.415-3(a)(2)(iXB).

= 13" Check

In our various meetings, the question has arisen how to treat the 13™ Check for testing
purposes because under the Municipal Code the 13" Check is treated as a contingent benefit. In
order to respond to the question, we considered the history of the 13" Check. From 1/1/95 to
now, in all but two years the 13™ check was paid in full. In 2003 no 13" Check was paid and in
another year over 99% of the 13™ Check was paid. Based upon this history, it was decided that
for 415(b) testing purposes, the 13™ Check will be treated as an additional annual benefit. (Note:
This is consistent with the treatment described in the Rollover Compliance Report and VCP
Filing.) : |

= Supplemental COLA

- For 415(b) testing purposes, the supplemental COLA is already treated as an annual
benefit. This benefit is referred to in the testing chart as the "Star COLA."

e Corbett Seftlemsent Amounts

For purposes of 415(b} testing, the Corbeit settlement amount will be treated as part of
the annual benefit.
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The Corbett-covered group is a closed group.
»  Andrecht Settlement Amounts

The Andrecht Settlement amounts were included in the calculation of the annual benefit
provided by SDCERS. Therefore, no additional adjustment is required for this settlement (in
contrast to the Corbett Settlement, which is a post-retirement adjustment).

e. Factors used in Calculating A ctuarial Equivalents

Where nécessary to calculate actuarial equivalents, the applicable mortality assumptions
of GAM 83 through December 31, 2002, and thereafter GAR 94, pursuant to Rev. Rul. 2001-62,
2001-2 C.B. 632, were used. An eight percent (8%6) interest assumption was used.

d. Exclusion of Recipients of Ancillary Benefits

It has been determined that individuals who are receiving benefit payments that are not
directly related fo retirement benefits (such as pre-retirement disability and death benefits and
post-retirement medical benefits) will be excluded from testing. :

SDCERS also anticipates exciuding all non-taxable disability benefits (these would be
line of duty disability benefits). However, we note that an IRS ruling is necessary as to the status
of these items and we are not aware that SDCERS has ever obtained such a ruling.

For the pre-retirement disability benefits, SDCERS will still kave to apply the 100% of
compensation screen. For the combined pre-retirement disability benefit and the pre-retirement
death benefit, SDCERS will apply an incidental benefit test, such as the 25% of cost test. This
will be in addifion to, and separate from, the 415 limits.

2. TAMRA Election

_, SDMC § 24.1010(b) (prior to pending amendment) purports to make the TAMRA

election for SDCERS benefits. However, the pending amendment to SDMC § 24.1010 would
remove the language referencing the TAMRA election, as it is not clear that the requirements of
the election were satisfied. We recommended that the TAMRA election should be treated as
repealed because it would impose the private sector plan limits on certain SDCERS members,
and because it is our understanding that SDCERS operated as though the TAMRA election had
been repealed.

3. Age Adjustments Made in 415(b) Testing

a. Benefits After Age 65

For all members whose retirement benefit beging after age 65, the Dollar Limit was
appropriately adjusted, as described in Exhibit A thh respect to retrospective testing and Exhibit
B with respect to prospective testing.
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b. Benefits Before Age 62 - Other than Qualified Participants

For all members other than Qualified Participants whose retirement benefit begins before
age 62, the Dollar Limit was appropriately adjusted, as described in Exhibit A with respect to
retrospective testing and Exhibit B with respect to prospective testing. :

¢. Definition of Qualified Participants

As discussed above, the reduction in the dollar limitation for benefits which begin before
age 62 does not apply to Qualified Participants. It is important to keep in mind that the group of
public safety employees who may take advantage of this exception is not necessarily consistent
with SDCERS' public safety member classification. For example, since EMTs were moved into
the fire department several years ago, they could be included as a Qualified Participant (if they
meet the service requirements). However, lifeguards were moved into the fire department fewer
than 15 years ago; therefore, they do not clearly fall within the exception.

We note that the Proposed Regulations provide further guidance as to the public safety
employees who may take advantage of the exception. Following is a suggested checklist for
identifying Qualified Participants:

. Is the member credited in SDCERS with at least 15 years of service as an
employee of any police department or fire department of the employer? If no,
then apply pre-age 62 screen. If yes, proceed to next question. Note: The 15
years must be with an SDCERS employer, not via reciprocity.’

. Was the member a full-time employee of any police department or the fire
department for all of those 15 years of service? If no, then apply pre-age 62
screen. If yes, do not apply pre-age 62 reduction. Count a person as a full-time
employee of the department even if they are not a public safety officer. For
example, if a person was a secretary in the fire department, they are a Qualified
Participant. Service with the departments should be counted, including all periods
of service, e.g., count such service that occurred before termination and
reemployment. For example, if a member worked on probation for his first six
months and then purchased that time, it should be included. A second example is
a person who worked for one of the departments for three years, then left and took
a refund, He then returned to the department and purchased those three years.
They should be included.

SDCERS staff has asked whether this exception for public safety officers requires that all
fifteen (15) years of service be with the same department, or whether the service might be spread
among two or more departments. In addition, SDCERS staff has asked whether police and
military service can be combined to meet the 15-year requirement, The language of the Code
and related regulations are very ambiguous on this point. While the Code language requires
fificen (15) years of service for any police or fire department organized and operated by the

?  If the City plan, the Airport plan, and the Port plan are considered as separate plans, the Proposed Regulations may not permit

combining service,

18
1/1623403.16



governmental employer maintaining the plan or military service, the Proposed Regulations
require service gither for any police or fire department or military service. Therefore, we are
unable to opine on this point, although we believe that the IRS should accept any combination of
public safety and military service in reaching the 15 year mark. We therefore are comfortable
with the testing being done using the combination of all San Diego police and fire department
service and military service. The IRS, of course, may request a different approach in the VCP
filing on Code Section 415(b).

In addition, we agreed we would add a discussion of park rangers, who are not in the
police department, but who exercise police powers in the City parks. We believe that the IRS
should freat them as qualified participants if they meet the 15-year test. Therefore, we should
identify this group under the definition of qualified participants.

d. Exclusion of Pre-Age 62 Reduction for Disability or Death Benelits

The pre-age 62 reduction would not be applied to a SDCERS disability benefit or to a
death benefit.

4. 10-Year Adjustment

SDCERS must identify those retirees who have fewer than ten (10) years of service with
SDCERS, exclusive of reciprocity and exclusive of service purchases. - Those retirees would
have a reduced 415(b) test amount — for example, if the retiree only had five (5) years of service
with SDCERS (exclusive of reciprocity and service purchases), the retiree's age-adjusted limit
would be 50% of the age—adjusted limit. The limit can never be lower than 10% of the otherwise
applicable limit. We realize this could create failures because of several design elements (ie.,
the Port and Airport Plans have a five year vesting schedule, reciprocity provisions that allow for
crediting service in other plans, a pre-1992 group who had less than 10 years of service but were
vested as a mandatory retirement age group, and the SPSP "5+5" group). These adjustments are
described in Exhibit A with respect to retrospective testing and Exhibit B with respect to
prospective testing.

. AMOUNTS EXCLUDED FROM TESTING

Following is a discussion of the elements that have been considered for exclusion in the
screening and testing process.

I. After-Tax Emplovee Contributions

SDCERS would normally identify the portion of the annual benefit that is attributable to
after-tax employee contributions, which benefit could be "subtracted" from the annual benefit.
In order to perform this calculation, SDCERS would have to be able to identify mandatory
employee contributions that were made prior fo the adoption of the pick-up and any voluntary
post-tax contributions (including after-tax contributions for service purchases). However, we
ultimately recommend that in the testing protocol the benefit attributable to after-tax employee
contributions not be excluded from 415(b) testing, because those after-tax contributions were not
tested under 415(c). This would be consistent with Code Section 415(n) testing.
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a. Mandatory Employee Contributions

SDCERS implemented a pick-up of mandatory contributions in 1987 for - all
contributions made by the employer. Prior to that time mandatory employee contributions were
made on an after-tax basis; therefore, under the IRS regulations the benefit attributable to those
mandatory contributions would be excludible from 415(b) testing. However, if those mandatory
contributions exceed the 415(¢) limits, the benefit atiributable to the excess contribution would
not be excludible. These pre-87 contributions will only be "backed out" from the 415(b) testing
in cases where a failure has been identified in the testing group under the prospective
methodology. The initial screen will leave them in.

b. Voluntary USERRA Coentributions

It is our understanding that USERRA contributions are subtracted from any differential
pay for the member. However, if the member did not receive differential pay, the member would
be given the opportunity to pay those contributions on an after-tax basis. Therefore, SDCERS
would be permitted to exclude the benefit attributable to the post-tax USERRA contributions
from 415(b) testing, if the post-tax USERRA contributions would not have exceeded the 415(c)
limits in the year of service.

¢.  DROP Contribuitions

SDMC § 24.1404(c)(4) provides that DROP confributions are made pursuant to a 414(h)
pick-up. Therefore, the benefit attributable to these contributions would be included in 415(b)
testing.

d. Volontary Contributions for Permissive Service Credit Purchases;
Missed Contributions

As noted above, the amount contributed for permissive service credit may either be tested
under a modified 415(c) or 415(b) test. If the permissive service credit purchases exceeded the
modified 415(c) limit, then the modified 415(b) test would have to be applied.

When SDCERS has determined that contributions have not been remitted for a period of
service, the member is "billed" for these confributions as a pre-condition for receiving credit for
that period of service. If those missed contributions are paid by the member with after-tax
dollars, those contributions would be tested under Code Section 415(n) using the modified
415(b) test.

e. Voluntary Contributions for Non-Permissive Service Credit Purchases

Voluntary employee after-tax contributions that are made for non-permissive service
credit purchases must be tested under Code Section 415(c). If those voluntary after-tax
contributions were appropriately tested under Code Section 415(c) at the time of purchase, the
benefit attributable to those contributions may be excluded from 415(b) testing.

4 This date was pravided by staff on 12/7/2005.

20
111623403.16



£ Proposed Correction Appreach

Because SDCERS has not had a 415(¢) testing program in piace prior to this compliance
review, we have suggested as a correction approach that no after-tax employee contributions
would be excluded from 415(b) testing. See Exhibit A.

Starting with January 1, 2007, and on a prospective basis, 415(c) testing will be applied.
Testing for 2006 will be handled in a self-correction manner. We also recommend, as a going-
forward matter, that SDCERS keep a record of the type of service purchased and the source of
the purchase. This will be done by reprogramming PensionGold (the SDCERS operating
system).

PensionGold currently has fields with drop down selections that are used to identify the
sources of money received for the payment of Purchase Service Contracts:

Payment Type Choices:

401k Transfer
Balance Adjustment
Cashless Transfer’
Lump Sum Payment
Manual

Rollover

SPSP Transfer
Transmittal

If the Rollover option is selected as the Payment Type, the “Rollover information™
section is enabled. This section has a “Type” field with the following selection options:

401(K)
403(b)

457

Individual Retirement Account
Other Qualified Plan

Other fields in the Rollover information section include:

Acct. Name
Acct. Number
Acct. Holder

Each Payment received is identified in the system as "Pre or Post tax," as well as tied
direcily to a specific contract which identifies the serviee purchase type.

’  This type of transfer is addressed in & separate VCP filing and Repori,
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To provide for accurate prospective 415(c) testing, we recommend that an additional
payment type be identified as 457(b) or 403(b) direct transfer to identify those situation where
permissive service credit is being purchased. We also recommend that the specific type of
service being purchased be identified so that it can be determined that an appropriate source of
funding was used.

2. Rollovers

The amount of the annual benefit that is attributable to rollovers may be excluded from
415(b) testing. As noted above, the benefit attributable to a rollover must be calculated in 2
manner permitied by the IRS. The properly calculated benefit attributable to the rollover could
be "subtracted” from the annual benefit for testing purposes. Appropriate conversion factors for
rollover purchases will be utilized.

3. Transfers from a Qualified Plan

With regard to transfers from a qualified defined contribution plan, the amount
atiributable to the transfer would be excludible from 415(b) testing using IRS prescribed factors.
However, if there is a transfer from another defined benefit plan where aggregation is required
(because, for example, the plans are maintained by the same employer or related employers),
then the total benefit would be tested under 415(b). If the transfer is not from a defined benefit
plan where aggregation is required, then the benefit attributable to the transferred amount could
be "subtracted" from the annual benefit for testing purposes. Appropriate conversion factors for
transfers in this situation will be utilized. Nete: In this case, the employers participating in
SDCERS do not maintain another defined benefit plan. :

4. Trapsfers from a 403(b} or 457(b) Plan

Current IRS guidance does not directly address a transfer from a 457(b) or 403(b) plan
for testing purposes. Retrospectively, we are not backing out 457(b) and 403(b) transfers.
Prospectively, the chart below will be followed.

5. Purchase of Service Chart

~ The following chart identifies the various purchases that may be made under the
Municipal Code® and our assessment of whether they would appropriately be categorized as
permissive service credit — qualified or non-qualified — and the types of contributions that could
be used for the purchase. For the category "permissive service,” we are assuming that SDCERS
assures that there is no double-counting of service and only one year of credit may be received
for any 12 month period. For the category "sources" we are referring to whether all types of
employee confributions can be made for the purchase — after-tax contributions under 415(c),
after-tax contributions under 415(n), rollovers, plan-to-plan transfers from a DC qualified plan,
and plan-to-plan transfers from a 457(b) or 403(b) plan. With respect to transfers, the final 415
regulations may offer more guidance for prospective testing.

5 Board Rules 10.00-10.49 describe Board policy with respect to the purchases that are set forth in the Municipal Code.
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SDMC § /Type

Permissive
Service

Qualified or
Nongualified

Sources

Treatment {or 415(b)
Purposes

Missed Contributions

Yes

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b} testing under
415(n).

24.1301 -LTD

Yes

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b}
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).

24.1302 — Probation.
Employee
contributions only

Yes

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)}
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).

24.1303 - City
Service

Yes

Qualified

All

Back out benefit
attributable to roliovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).

24.1303 — 1981 Plan
~ waiting period

Yes

Qualified

All

Back out benefit
atiributable to rollovers,
DC and 457(b)/403(b) -
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).

24.1304 — Part-time,
hourly pre 1/2/97

Yes (no double
counting}

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).

24.1305 -
Reinstatement — pre

Yes (no double
counting)

Qualified

Back out benefit
attributable to rollovers,

1/1623403.16
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Permissive Qualified or Treatment for 415(b)
SDMC § /Type Service Nongualified Sources Purposes
12197 DC and 457(b)/403(b)
transfers, based on IRS
415(k) Service factors; use modified
415(b) testing under
415(n).
24.1306 - Repayment | Yes Qualified All Back out benefit
of refunds — 415(k) Service attributable to rollovers,
contributions plus DC and 457(b)/403(b)
interest transfers, based on IRS
factors; use modified
415(b) testing under
415(n).
24.1307(a) — Yes Qualified All Back out benefit
Approved leave (one attributable to rollovers,
year) by payment of DC and 457(b)/4063(b) .
"employee cost” for transfers, based on [RS
leaves that begin factors; use modified
before 2/1/97 415(b) testing under
415(n}.
24.1307(b) — Yes Qualified All Back out benefit
Approved leave atiributable to roflovers,
{more than one year) DC and 457(b)/403{b)
by payment of transfers, based on IRS
employes and factors; use modified
employer cost for 415(b) testing under
leaves that begin 415(n).
before 2/1/97.
24.1307(c) — After Yes Qualified All Back out benefit
1/1/97, LTD, FMLA, ' atiributable to rollovers,
leaves without pay. DC and 457(b)/403(b)
transfers, baged on IRS
factors; use modified
415(b} testing under
' 415(n).
24.1308 — Field of Yes Qualified All Back out benefit
Membership atiributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).
24,1309 ~ Military Yes Qualified All Back out benefit
Service: USERRA attributable to rollovers,
service (Per DC and 457(b)/403(b)
24
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Permissive Qualified or Treatment for 415(b)
SDMC § /Type Service Noungualified Sources Purposes
SDCERS, this only transfers, based on IRS
covers USERRA factors; use modified
service.) 415(b) testing under
415(n). Note: Electing
this for convenience could
be treated separately from
all other service,
24.1312 - 5 year Not permissive | nfa Rollovers, For rollovers and DC
purchase — No period | service DC transfers, | iransfers, back out benefit
of service identified picked up attributable to rollovers
coniributions, | and DC transfers, based on
after-tax IRS factors.
employee For after-tax employee
contributions i contribuiions, test under
415(c) regular limits
241312 ~ 5 year In order to be Depends on After-lax Use modified 415(b)
purchase. If a period | permissive certification employee testing under 415(n).
of service is service credit, provided — may | contributions
identified, then IRS non- be qualified or
purchase may be binding ruling nonqualified
made with after-tax requires period | permissive
employee of service or service,
contributions employment.
New Board If non-qualified
Rule 10.60 may only be
establishes purchased by
procedure for employee with
definition as S years of
permissive service and
service total purchase
may not exceed
§ years.
24.1312 — 5 year In order to be N/A Transfer from | Back out benefit
purchass — A period | permissive 457(b} or attributable to
of service identified — | service credit, 403(b) plan 457(b)/403(b) transfers,
purchase is made IRS non- based on IRS factors
with 457(b} or 403(b} | binding ruling
transfer requires period

of service or
employment.
New Board
Rule 10.60
establishes
procedure for
definition as
permissive

* Use modified 415(b)
testing under 415(n).
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Permissive Qualified or Treatment for 415(b)
SPMC § /Type Service Nongqualified Sources Purposes

service

6. 401(h) Amounts

Payments made from the 401(h) account do not count toward the Code Section 415(b)
limit. Treas. Reg. § 1.415-3(d)(2)(ii). However, Code Section 415(1) provides that contributions
allocated in an "individual medical account" shall be treated as an annual addition to a defined
contribution plan, but are only subject to the 415(c) dollar limit (not the compensation limit).

However, it is our understanding there are currently no SDCERS reserves left to pay this
4G1¢h) benefit. Consequently, retiree medical is either paid from other sources or not paid at all.

7. Agerepation of Payvments to Alternate Payees

For purposes of 415(b) testing, SDCERS must aggregate payments to the member with
any payments to alternate payees under the community property laws, including payments made
pursuant to child support and spousal support orders. PensionGold was modified as of
Janvary 1, 2003, so that all payments made with respect to a member are "associated” with the
member. In addition to payments fo alternate payees, the "association" also includes deductions
from the member's benefit such as an IRS levy. In order to have accurate 415(b} testing both
prospectively and retrospectively, all "disassociated" payments must be associated with the
appropriate SDCERS member. That "assoclation" was done only with respect to the "initial
failure”" group of 89. (Please note that the initial group screen did include a 20% load for other
than member payments.) Therefore, the fotal population has not been "associated.” The 89
initial failures were "associated." Progpectively, SDCERS must associate all members when
tested.

D. CLASSIFICATION OF EMPLOYER CONTRIBUTIONS

SDCERS staff has indicated that the SDCERS system does not track employer
contributions as to what portion represents an offset contribution and what portion represents a
pick-up {as Code Section 414(h)(2} defines the term) contribution. The result is that the benefit
attribuiable to any employer coniribution (regular, offset, and pick-up) will be subject to 415(b)
testing. This is the appropriate result under Code Section 415(b).

In order to enhance future compliance efforts, we strongly recommend that SDCERS and
the plan sponsors use the term pick-up in the manner provided for in Code Section 414(h)(2).

E. QUALIFIED EXCESS BENEFIT ARRANGEMENT ("QEBA™)

We note that Ordinance No. 0-18390, adopted on March 19, 2001, authorizes the
establishment of a qualified governmental excess benefit arrangement (known as the
Preservation of Benefit Plan) by SDCERS to pay benefits in excess of the Code Section 415
limitations. SDMC §§ 24.1601 to 24.1608 provide basic provisions regarding the establishment
of a QEBA. However, we understand that there was no separate plan document for the QEBA
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and the above-referenced provisions of the SDMC do not contain sufficient detail to address all
aspects of the operation of the QEBA. For these reasons, we recommended during our
September discussions that SDCERS establish the QEBA through a separate plan/trust document
containing detailed provisions regarding the plan, That document has now been drafted. This is
covered in a separate report, and will be submitted to the IRS in a PLR,

F.  CONCLUSIONS REGARDING RETROSFECTIVE 415(b) TESTING

1. Definition of Tested Group

SDCERS, working with Ice Miller and Cheiron, developed a protocol for determining
whether there have been 415(b) violations in prior years. This protocol began by identifying the
entire population of 5530 retirees. That total was initially reduced by disabilitants who were not
receiving a service retirement {490). The group was then reduced to retirees who began
receiving benefits on or after January 1, 1995, After removal of 26 records reflecting deceased
or suspended participants, this remaining group consisted of 2041 individuals, who were then
tested under 415(b). See Exhibit A for the assumptions that were used in testing this group. This
date (1/1/95) was selecied for the following reasons:

From a Benefit Standpoint

1. The DROP benefit is one of the potential "causes" of 415(b) failures. The
DROP benefit was initiated after January 1, 1995 (April 1997). Therefore,
all DROP recipients are being tested under the new protocol.

2. Using the 1/1/95 date captures all of the Corbett and Andrecht seftlement
amounts.

3. Service purchases are another potential cause of 415(b) failures. The
largest service purchase programs were initiated after January 1, 1995.

4, Multiplier increases are another potential cause of 415(b) failures, The
maost recent multiplier increases took effect in 1997 and 2002.

From the Code Standpoint

1. The grandfather provision enacted with Code Section 415(m) applies to
benefits prior to January 1, 1995.

2. The grandfather provision enacted with Code Section 415(n) applies to
any service purchase in effect on August 5, 1997,

2, "Screens'' Used in Retrospective Testing
a. First Screen

Cheiron has run its 415 testing at 90% of the applicable 415(b) limit with the assumptions
set forth in Exhibit A and discussed above. This first screen was conservative;
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It tested the benefit derived from all contributions, including rollovers, plan-
to-plan - transfers, pre-tax employee confributions and mandatory
contributions, service purchases, and employer contributions.

It did not apply the more favorable age-reduction rules for qualified public
safety participants,

It included DROP accruals computed based upon the actual option selected by
the member.

It reflects the annual benefits, which were adjusted by a 20% increase to take
into account co-annuitant issues.

This first screen resulted in approximately 89 persons being identified as exceeding the
415(b) limits, out of a pool of 2,041 benefit recipients.

b. Secend Screen

These 89 individuals were re-examined by SDCERS staff and Cheiron by doing the

following:

1/1623403.16

Identify rollover and transfer amounts that were used for service purchase for
service retirement, so that that the benefit attributable to those rollover
amounts could be backed out of the benefit calculation.

Identify transfer amounts (from the DC plans, Le., the SPSP and the 401k}
Plan) that were uged for service purchase for service retirement, so that the
benefit attributable to those transfers could be backed out of the benefit
calculation.

On the joint and survivor elections - if the benefit is a qualified (spouse)
survivar annuity (either 50% or 100%), test under more favorable rules under
Code.

Check if any of the failure participants have QDROs which have to be
aggregated and, if so, aggregate the benefits.

Determine the member's service history -- what departments did the member
actually work in. The purpose would be to determine if the merber should be
categorized as public safety. As discussed above, we suggested including
those with 15 years in either a police or fire department. As we have indicated
above, the qualified participants do not have to be sworn. Service purchases,
other than purchases of public safety employment (such as probationary
service or restored time), do not count toward the public safety years. Service
purchases of public safety employment do count.
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The second screen did not exclude from testing any after-tax employee contributions,
whether mandatory or voluntary. The second screen also did not include transfers from the
457(b) plan or from a DB plan, :

The resulting number of 415(b) violations was 29.

3, Payments of Excess Benefits from the Preservation of Benefit Plan

After completion of the above screens, the excess benefits of the affected individuals will
be paid by the plan sponsors pursuant to San Diego Municipal Ordinance O-18930, March 19,
2001 (the "Ordinance™), which establishes the Preservation of Benefit Plan ("POB Plan”) as a
qualified governmental excess benefit arrangement within the meaning of Code Section 415(m).

We have recommended to SDCERS that a private letter ruling be pursued in order for the
IRS to approve the POB Plan as a qualified excess benefit arrangement under Code Section
415(m) and to approve a rabbi trust for the POB Plan under Rev. Proc. 92-64, 1992-33 LR.B. 11.
In the interim, SDCERS has determined that it will seek direct payment from the plan sponsors
of the excess benefits.

Once the POB is in place, SDCERS staff wants to use a "modified cliff approach.”
Under this approach, a retiree would be paid his/her full monthly benefit from the qualified
SDCERS plan until the "modified cliff” date is identified. The modified cliff is determined by
first identifying the amount of 415(b) excess for the year and determining how many months of
benefits would have to be paid from the POB. Then, that amount is further adjusted to make sure
that the member is receiving a portion of his/her benefit from the gualified plan in order that
deductions from that benefit can continue.

A very simplified example demonstrates this approach: assume that a retiree is receiving
a straight life annuity and has an excess benefit that equals 1/12 of his annual benefit. That
would mean that he would receive 11 months of benefit from the qualified plan and one month
of benefits from the POB. But if the retiree has a deduction from his benefit that equals ¥ of his
monthly benefit, then he would receive % of his monthly benefit from the qualified plan in
month 11 and month 12 (in order fo have dollars available for the deductions to take effect) and
he would receive % of this monthly benefit from the POB in month 11 and month 12.

G. CONCLUSIONS REGARDING PROSPECTIVE TESTING

1. Definition of Tested Group .

Retrospective testing will cover the period 1995 through June 30, 2005. Testing for the
balance of 2005 and 2006 will be handled as a self-correction using the retrospective testing
method.

All members who retire on and after January 1, 2007, will be tested in accordance with
the 415(b) protocols being developed by Cheiron, a draft of which is set forth in Exhibit B. To
the extent information is available on pre-pick-up employee contributions, the afier-tax
contributions will be backed out for 415(b) testing.
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2. "Screens" Used in Testing

Linea will build screens based upon PensionGold (the software used by SDCERS) fields.

3. Payments of Excess Benefits from POB Plan

Payments of excess benefits that result from prospective screening will be accomplished
as stated above.

V.
OVERVIEW OF LAW WITH RESPECT TO
DEFINED CONTRIBUTION LIMITS

Annual additions made or deemed to be made to a defined contribution plan are subject
to the limits under Code Section 415(c). This test is applied on an annual basis and it is
applicable to those governmental defined benefit plans that provide for afier-tax employee
confributions or certain purchases of service. Thus, after-tax employee contributions and after-
tax payments for purchases of service are tested under the Code Section 415(c) limits, in the
same manner as contributions o -a  separate  defined coniribution  plan.
Treas. Reg. § 1.415-3(d)(1).

A. THE DOLLAR LIMIT ON "ANNUAL ADDITIONS™
1. Current Limits

The defined contribution limits contain both a Dollar Limit and a percentage of
compensation limit ("Percentage Limit"). EGTRRA increased the Dollar Limit for defined
contribution plans from $35,000 to $40,000 for plan years beginning in 2002. This $40,000
dollar limit is subject to more rapid indexing, with annual cost of living adjustments in $1,000
increments instead of the current $5,000 increments. For 2006, the limit is $44,000.

Under prior law, the Percentage Limit did not permit contributions to exceed 25% of
compensation. However, EGTRRA amended this limit for plan years beginning in 2002, and
permitted annual additions to defined contribution plans of up to 100% of the participant's
compensation, or $40,000 (as adjusted for inflation), whichever is less. For purposes of this
definition, "compensation" includes both elective deferrals to a 401(k) plan or 403(b) plan and
amounts contributed or deferred by the employer at the employee's election under a cafeteria
plan, qualified transportation fringe benefit plan, or a 457 deferred compensation plan,

Certain contributions are not included in the definition of “annual additions" that are
tested under Code Section 415(c). Mandatory employee contributions that are picked-up by an
employer, or service purchase payments paid for by pre-tax (picked up) installment payments,
simplify Code Section 415 testing because mandatory contributions or service purchase
installment payments picked up pursuant to Code Section 414(h)(2) are not required to be treated
as contributions to a separate defined contribution plan. However, the resulting benefit must be
tested under Code Section 415(b} upon separation.
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Additionally, Treas. Reg. § 1.415-6(b)(2) provides that a transfer of funds from one
qualified plan to another is not an "annuai addition" subiect to testing under Code Section 415(¢).
Furthermore, Treas. Reg. § 1.415-6(b)(3) provides that the following types of confributions are
not treated as employee contributions and thus are not "annual additions":

(i) Rollover contributions, and
(i)  The direct transfer of employee contributions from one qualified plan to another.

Additional exceptions from the 415(c) limits include USERRA contributions and
restoration of forfeited benefits, which are discussed below.

2. The Limitation Year

The limitation year for 415(c) testing purposes is determined in the same fashion as for
415(b) testing purposes.

3. Code Section 415(k)(3): Repayment of Cash-Outs

Section 415(k)(3) provides that any repayment of coniributions (including interest) will
not be taken into account for Code Section 415 purposes if the repayment is to a governmental
plan with respect to an amount previously refunded on a forfeiture of service credit under that
plan or any other governmental plan maintained by the state or any local governmental employer
within the same state.

4. Testing of USERRA Service Purchases

Special Code Section 415 testing rules apply fo the payment of contributions covered by
the Uniformed Services Employment and Reemployment Rights Act of 1994 ("USERRA").
Pursuant to Code Section 414(u)(1)(A) and (B), payments made in the applicable USERRA
"make-up” period shall not be included in the Code Section 415(c) test for the calendar year in
which the payment is made, and shall instead be allocated to the calendar year for which it
relates. This rule exists to address & situation in which make up coniributions permitted by
USERRA for multiple vears, in addition to the regular on-going contributions, were all made at
once upon the return of a plan member on USERRA-approved leave. If the Code Section 415(c)
{imits were applied to the sum of these contributions, then a member might exceed the applicable
limit.

In SDCERS' case, generally in "real life," the employee is being paid differential pay
while on military leave, so their regular deductions for contributions remain as is (on a pre-tax
basis). For the few employees who do not receive sufficient pay throughout the period to remain
current on contributions, they are given options on how to restore contributions (e.g., lump sum
installments). This group may need to be moved to an Exception Management process.

5. Code Section 414(v}.

Code Section 414(v) provides that an "applicable employer plan" may permit an eligible
participant to make additional elective deferrals in any plan year subject to certain lmits. An
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"applicable employer plan” includes a 401(a) plan, a 403(b) plan, a SEP or a SIMPLE IRA, and a
457(b) plan. An eligible participant means a participant in the plan who will attain age 50 in the
plan year and who would otherwise be "capped" out by other Code limitations. These additional
elective deferrals may not exceed the lesser of the "applicable dollar amount” {for 2006 and
- thereafter this amount is $5,000) or the difference between the participant's compensation minus
all other elective deferrals. For purposes of applying this Limit, all 401{a} plans, 403(b) plans,
SEPS and Simple IRAs of a single employer must be aggregated. Multiple 457(b) plans of a
single empioyer must be aggregated, but are not aggregated with the other types of employer
plans.

" An additional elective deferral under Code Section 414(v) will not be subject to the
otherwise applicable limitation under Code Section 401(a}(30), 402(h), 403(b), 408, 415(c), and
457(b) (determined without regard to 457(b)(3)).

Therefore, in defermining whether an SDCERS member who makes an after-tax
employee coniribution is violating the 415(c) limits, the member's 415(c} limit is determined
without regard to any additional elective deferral made under Code Section 414(v).

B. DEFINITION OF COMPENSATION
1. General Rule

Code Section 415(¢c)(3)(A) defines “participant's compensation" as “the compensation of
the participant from the employer for the vear." Code Section 415(c)(3)(D) includes as
compensation elective deferrals under Code Section 402(g)(3) and amounis contributed by the
employer at the election of the employee which are excluded from income under Code Sections
125, 132(f)(4), or 457.

Treas. Reg. § 1.415-2(d)(2) provides the following definition of compensation:

For purpeses of applying the limitations of section 415, the term "compensation”
includes all of the following:

@) The employee's wages, salaries, fees for professional services, and other
amounts received (without regard to whether or not an amount is paid in cash) for
personal services actually rendered in the course of employment with the
employer maintaining the plan to the extent that the amounts are includible in

gross income ...

Hakop

(iii) Amounts described in sections 104{a)(3), 105(a), and 105(h), but only fo
the extent that these amounts are includible in the gross income of the employee.

Code Section 104(a)(1) excludes from gross income amounts received under workmen's
compensation acts as compensation for personal injuries or sickness.
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2.

‘Safe Harbor Definitions

There are at least three safe harbor options available to a plan for purposes of defining
compensation for Code Section 413(c):

(0

@

€)

3.

Define compensation on a person by person basis, including all taxable income
and certain items not included on Form W-2, imputed income items, etc. This
approach has the advantage of producing the highest possible compensation
amount for sach individual, but is not administrable for a plan of any size. In
order to take this approach, it would be necessary for SDCERS to determine the
tax treatment of domestic partner health coverage and various other items.

Define compensation based on the number reported by the employer as gross
income in Box 1 of each employee's Form W-2, This approach results in a lower
number than method 1, but is much easier to administer.

Define compensation based amounts subject to federal income tax withholding,
but excluding taxabie reimbursements and the cost of group-term life coverage.
This approach also results in a lower number than method 1, but is generally
easily available from the employer or payroll service provider and is therefore
much easier to administer than an individualized approach.

Treatment of Workers Compensation

Plans often question how to treat workers compensation payments for purposes of the
Code Bection 415(c) definition of compensation. Generally, workers compensation payments
are excluded from gross income, provided they are paid under a workers compensation statute,
and therefore would not be includible as compensation under Code Section 415(c)(3). We
believe this is true regardless of whether the employer is funding the payments directly or has
paid for worker's compensation insurance, as in either case the amounts paid would (presumably)
be paid pursuant to a worker's compensation statute.

There is a special rule under Code Section 415(¢c)(3)(C) which provides as follows:

©

SPECIAL RULES FOR PERMANENT AND TOTAL DISABILITY. In the case of a

participant in any defined contribution plan—

(i)
(iD)

(ii)

who is permanently and totally disabled (as defined in section 22(e)(3)),

who is not a highly compensated employee (within the meaning of section
414(q)), and

with respect to whom the employer elects, at such time and in such
manner as the Secretary may prescribed, to have this subparagraph apply,

the term "participant's compensation" means the compensation the participant
would have received for the year if the participant was paid at the rate of
compensation paid immediately before becoming permanently and totally
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disabled. This subparagraph shall apply only if coniributions made with respect
to amounts treated as compensation under this subparagraph are nonforfeitable
when made. If a defined contribution plan provides for the continuation of
contributions on behalf of all participants described in clause (i) for a fixed or
determinable period, this subparagraph shall be applied without regard to clauses
(ii) and (iii).

Treas. Reg. § 1.415-3(d)(1)-(3) provides that the voluntary and mandatory employee
contributions (but not picked up contributions) under & defined benefit plan are treated as a
separate defined contribution plan mainfained by the employer, subject to the limitations on
contributions of Code Section 415(c) and Treas. Reg. § 1.415-6. Thus, while Code Section
415(c)(3)XC) specifies its applicability to defined contribution plans, it could be argued that these
provisions would be appiicable to that portion of a defined benefit plan that is to be treated as a
defined contribution plan.

There is very little guidance on the application of Code Section 415(c)(3}(C). Treas.
Reg. § 1.415-2(d)(9) is reserved for "special rules for permanent and total disability," but no
regulations have yet been issued. IRS Notice 83-10, which provided guidance regarding
amendments under the Tax Equity and Fiscal Responsibility Act of 1982 ("TEFRA™), did
provide a limited discussion on Code Section 415(¢)(3)(C):

TEFRA amended the definition of compensation to permit a defined contribution
plan to include as compensation amounts not actually paid in the case of disabled
employees who are not officers, owners, or highly compensated. In such a case,
the rate of compensation earned immediately before disability can be imputed for
the period of disability. However, any allocations based on this imputed
compensation must be nonforfeitable.  For example, an employee was
compensated at the rate of $10,000 per year. On July 1, 1981, the employee
received a raise that increased his salary to $20,000 per year. On December 31,
1981, the employee became permanently and totally disabled. Although the
employee only received compensation of $15,000 for 1981, in computing the
employee's rate of pay for 1982 the employee is deemed to have compensation at
the rate of $20,000 per year.

The Small Bustness Job Protection Act of 1996 ("SBJPA") added the last sentence of
Code Section 415(¢)(3)(C) in order to extend its provisions to highly compensated employeses, as
explained by the Conference Report on the SBIPA:

Present law

Under present law, an employer may e¢lect to continue deductible
contributions to a defined contribution plan on behalf of an employee who is
permanently and totally disabled. For purposes of the Limit on annual additions
(sec. 415(c)), the compensation of a disabled employee is deemed to be equal to
the annualized compensation of the employee prior to the employee's becoming
disabled. Contributions are not permitted on behalf of disabled employees who
were officers, owners, or highly compensated before they became disabled.
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House bill

The House bill provides that the special rule for contributions on behalf of
disabled employees is applicable without an employer election and to highly
compensated employees if the defined contribution plan provides for continuation
of contributions on behalf of all participants who are permanently and totally
disabled.

The Conference Report on HR 3448 (August 1, 1996) (emphasis added).

This special rule provides that in the case of an individual with a total and permanent
disability, Code Section 415(c) compensation would be deemed to be compensation at the rate
the employee was being paid prior to the disability. This then leads to the question of how this
provision is applied. It is not clear whether Code Section 415(c)(3)(C) is really designed solely
to provide an avenue for an emplover to continue to make contributions to a defined contribution
plan by imputing to a disabled employee the income that he earned prior to becoming disabled,
or instead is definitional for 415 compensation purposes, thereby creating a base for applying the
415(c) limit.

In SDCERS’ case, the City has industrial leave paid under the active payroll, with the
possibility the person will go to a different payroll (L.e., workers compensation). This may
* require that a person in this situation be moved to an exception management process.

C. SERVICE PURCHASES

One of our primary areas of concern with regard to 415(c) testing is with respect to
service purchases. A voluntary employee after-tax contribution is subject to 415(c) testing
unless the more advantageous provisions of Code Section 415(n) apply. As noted in an earlier
section of the report, if an employee makes a voluntary contribution for a service purchase, the -
voluntary contribution may be tested under more generous 415(c) limits or 415(b) limits. The
415(c) limits under 415(n) are as follows:

For purposes of Code Section 415(n) service purchases, only the dollar limit
under Code Section 415(c) applies ($40,000 (adjusted for inflation to $42,000 for
2005; $44,000 for 2006)) by treating all permissive service contributions as an
annual addition under that limit.

D. ANALYSIS OF ALL CITY PLANS

Code Section 415(g) requires the aggregation of all plans of an employer for 415 testing
purposes. Therefore, our other primary area of concern for 415 testing occurs with respect to the
other defined contribution plans that are maintained by the City — the 401(k) plan and the SPSP.
The City's 457(b) deferred compensation plan is not aggregated with SDCERS.
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VI.
APPLICATION OF CODE SECTION 415(c} TO SDCERS
AND RECOMMENDATIONS

A, PLANDOCUMENT PROVISIONS

SDMC § 24.1010¢h) (per pending amendment) provides that employee contributions to,
and benefits from, SDCERS must comply with the Code Section 415 limitations on contributions
and benefits. The provision further establishes the calendar year as the testing year and permits
SDCERS to meodify contributions as necessary to ensure compliance with Code Section 415.
However, the Board Rules do not contain any provisions relating to Code Section 415
compliance, nor do any other policies or documents of which we are aware.

B. TESTING OF "ANNUAL ADDITIONS"

1, Plan Aggregation

Prior to 1/1/06, SDCERS has not tested annual additions against the Code Section 415(c)
limitations. The City administers three defined contribution-type plans: the 401(k), SPSP, and a
457{b) plan. The City tests elective deferrals to the 401(k) and 457(b) plans. The City does not
conduct Code Section 415(c) testing for its 401(a) plans (401(k), SPSP, and SDCERS). The
other City plans and SDCERS are subject to qualification failure if the 415(c) testing
requirement is not satisfied and individuals are contributing in excess of the limitations to the
plans in the aggregate. In order to address this qualification issue, SDCERS would have to
coordinate with City to test for both the dollar and compensation limifs under Code Section
415(c). For a limitation year (the calendar year), SDCERS would have to test afier-tax employee
contributions to SDCERS against the 415{c) limits by first adding the amount of afier-tax
SDCERS contribution to the total annual contributions (both employee and employer) made to
both the 401(k) and the SPSP plans. The resulting total would be tested against the lesser of the
$40,000 (as adjusted by the IRS annually) dollar limit or the 100% of compensation issue. In
order to perform this test, SDCERS must select a definition of compensation that is permitted
under the Code (see next section). The pre-tax (picked-up) contributions to SDCERS would not
be used in the 415(c) testing.

If the after-tax contribution was made for a purchase of permissive service credit, Code
Section 415(n) would apply and permit a higher level of contribution than under Code Section
415(c).

~ The Airport and Port only offer a 457(b) plan; they do not provide a 401(k) or 401(2)
plan. As.a result, 415(c) testing for SDCERS purposes would not require aggregation with the
Adirport and the Port 457(b) plans.

Z. Definition of Compensation

We discussed the three safe harbor definitions of compensation with SDCERS staff.
Currently, none of the compensation fields provided by the City in Pension Gold represents any
of the safe harbor definitions. SDCERS staff and the City have compared W-2 compensation
used by the City with "gross compensation” reporied as Gross Salary in Pension Gold. SDCERS
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staff has determined that the compensation numbers that are currently provided to SDCERS by
the plan sponsors do not comport with any of the three safe harbor definitions. Therefore, for
future testing purposes, it was determined that SDCERS would ask the plan sponsors to provide
the Medicare wages amount from the W-2 system as-a reasonable proxy for the safe harbor that
starts with taxable wages and then restores elective deferrals.

Finally, please note that all plans which must be aggregated for purposes of 415(c) testing
must use the same definition of compensation for those purposes. Therefore, if the plan sponsors
are using a different definition of compensation for purposes of their testing, SODCERS must
collaborate with them to arrive at a consistent approach.

C. CONCLUSIONS REGARDING RETROSPECTIVE 415(c) TESTING

Given the 415(b) testing approach described in earlier sections of this Report, SDCERS is
proposing not to do retrospective 415(c) testing. This should be a reasonable approach
considering the following factors:

» Since 1987, all mandatory employer contributions have been picked-up and
thus would be subject to 415(b) testing.

= Since 1997, all service purchases made with after-tax employer dollars are
subject to either modified 415(c) testing or modified 415(b) testing. SDCERS
has elected 415(b) testing.

s Service purchases permitted as of August 5, 1997 are grandfathered and thus
are not subject to 415(c) testing.

= For retrospective 415(b) testing, SDCERS is not backing out any after-tax
employee contributions.

»  Service purchases made via rollover and plan-to-plan transfer from the DC
plans are not subject to 415(c) festing.

= Service purchases made by plan-to-plan transfers from the 457(b) plan are
subject to regular 415(b) testing.

D. CONCLUSIONS REGARDING PROSPECTIVE 415(c) TESTING

Given the practical problems associated with 415(c)} testing, SDCERS has determined to
take the following prospective approach starting January I, 2007. For the 2006 calendar year, a
self-correction approach will be followed.

1. Definition of Tested Group

The tested group will consist of all employees making after-tax contributions on and after
January 1, 2007.
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2. Testing of Service Purchases Made with After-Tax Emplovee Contributions

All service purchases made with after-tax employee contributions will be tested uader the
modified 415(b) testing under 415(n) if the service being purchased is permissive service,
including qualified and nonqualified service, in accordance with the chart above. This means the
benefit attributable to these contributions will not be tested under 415(c).

3. Testing of Other After-Tax Ewmplovee Contributions

Any other after-tax employee contributions received would be tested at the time of
receipt on an "exception basis." This means that prior to actually accepting the employee after-
tax contributions, SDCERS would contact the City and inform it of the afier-tax contributions
and run the 415(c) test. If the contributions "passed," they would be accepted. If the
contributions failed, they would not be accepted. At the end of the calendar year, those
individuals from whom after-tax contributions were accepted would be retested.

4, USERRA Testing

In the case of USERRA contributions, the 415(c) limits that would be examined would be
the limits in place with respect to the covered service — not necessarily the year of the payment.

5. Compensation Definition

SDCERS will request the plan sponsors provide the Medicare wages amount from the W-
2 gystem and use that to test.

6. Testing Protecgl

The testing protocol for this 13 set forth in Exhibit 1.

7. Priority

One issue raised in this context is that of "priority." That is, it is important that a clear
priority be established among the different plans as to what will be reduced first, second, etc. in
the event that annual additions exceed the Code Section 415(c) limitation. This priority list
should include not just the different San Diego defined contribution plans, but also the different

types of coniributions possible io each of those plans.

) First, attempt the correction through the 401(k) program. The amount of excess
contributions would be distribuied to the member.

& If the amount of 401(k) contributions for the year is not enough for the correction,
then the next plan to consider would be SPSP. However, in order to preserve the
plan's status as the Social Security replacement plan, the amount of contributions
available to be refunded would be limited to the voluntary contributions.
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. If the amount in the SPSP available for refund was insufficient to make the
correction, then the correction would have to be made from SDCERS. This could
affect the member's service purchase.

E. TESTING OF SERVICE PURCHASES — BY SOURCE

1. SDCERS Provisions

SDMC § 24.1310(a) provides that in order to purchase Creditable Service a member must
pay an amount, including interest, determined by the Board before the effective date of
retirement. This section goes on to provide as follows:

(b) Subject to any limitations imposed by the Internal Revenue Code, such
payments under section 24.1310(a) may be made by lump sum,
installment payments, direct transfer to the Retirement System from any
defined contribution plan maintained by the City of San Diego, or in such
manner and at such time as the Board may by rule prescribe. Any sums
paid by a Member under section 24.1310 are considered to be and
administered as Member contributions.

SDMC § 24.1310(b). The Board has adopted rules under this section, which the Board has
recently amended to read as follows:

Rule 10.50 Methods of Pavment.

(a) Subject to any limitations or conditions imposed by applicable tax laws
and regulations, a member may pay for service credit by:

(1) lump sum,
(2)  installment payments through payroll deduction,

(3)  direct transfer to the Retirement System from dny tax qualified
defined contribution plan maintained by the City, Airport
Authority or Unified Port District,

(4)  rollover or direct transfer of funds from an eligible retirement plan,

(5)  direct in-service transfer from an IRC 457(b) compensation plan or
an IRC 403(b) plan, subject to Board Rule 10.60 (subject to prior
approval by the IRS); or

6) any other source allowable under federal law.

(b)  The System will treat all amounts paid by members under this Division as
member contributions.
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(©)

(d)

A member must complete all payments to purchase service credit before
his or her effective date of retirement, eniry into DROP, or termination of
employment (in the case of a deferred retirement).

If a member elects to make installment payments:

(1)  the member must agree to an installment coniract with a payment
plan that includes the purchase cost plus installment inferest,

(2)  the payments must be made through payroll deduction,
(&)} the payments must be at least $20 per pay period,

{4)  the System will charge installment interest fto the member's
individual account using the actuarial assumed inferest rate in
effect at the time the installment contract is executed, and

(5)  if making pre-tax payments, the member must complete the
installment contract before he or she first becomes eligible fo
service retire, unless the member acknowledges in writing the
negative consequences of failing to do so. (See form SDCERS
uses for this. See Exhibit L.}

- Board Rule 10.50,

The Board has adopted Rule 10.60 to read as follows:

Rule 18.60 In-Service Transfer of Funds from a 457 Defined

Compensation Plan to Purchase Service Credit.

(a)

(b)

1/1623403.16

Purchase of Service Credit under General Five-Year Provigion (Board
Rule 10.10): Before assets may be transferred to SDCERS in-service from
a 457 plan to purchase service under Board Rule 10.10 (general five-year
purchase), the member must complete and sign a certification of
corresponding service. Corresponding service may be any compensated
private or public sector service or self-employment, as long as the service
has not been credit under any SDCERS plan (City, Airport Authority or
Unified Port District). The amount of corresponding service must be
equal fo or greater than the amount of service credit the member is
purchasing. This subsection will become effective upon IRS approval of
the certification procedure.

Purchase of "Service-Connected" Service Credit. A member may
purchase service-connected service credit under Board Rule 16.00 by an
in-service plan-to-plan transfer from a 457(b) plan. No certification of
corresponding service is required.
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With this new Rule 10.60 in place, subject to IRS prior approval, transfers from the 457
plan will be accepted for service purchases as deseribed in (a) and (b). See PLR 200550042,

The Board Rules also provides for the terms of installment contracts in Board Rule 10.70.
Based upon these rules, it is clear that SDCERS has attempted to avail itself of all methods of

service purchases.

2, Compliance Testing Chart

The following chart shows how the available sources of voluntary employee
contributions for service purchases should be tested under either Code Section 415{c} or 415(n).
(Refer to the earlier chart for a categorization of service purchases as permissive service and as

qualified and non-qualified service.)

Voluntary Employee Contributions for Service
Purchases

415(c) Testing or 415{n) Testing

In-service transfers from DC Plans (401(k),
SPSP)

415(c) limits (including 415(n) modified
limits} do not apply. Regular 415(b) limits
should be applied at distribution.

Lump sum after-tax employee contributions and
installment contracts for after-tax contributions if
for non-permissive service or for nonqualified
permissive service credit in excess of limits

415(c) limits apply (lesser of $40,000
(adjusted) or 100% compensation in the year
of purchase). These will be tested on an
exception basis.

Lump sum after—tax employee contributions and
instaliment contracts for after-tax contributions if
for permissive service

415(n) limits apply. Therefore, purchase
will be tested under modified 415(b) limits.

Picked-up employee contributions for instaliment
coufracts

Note: A favorable IRS private letter ruling is the
| mechanism for obtaining approval for a pick-up
of employee contributions for a service purchase,

415(¢) limits (including 415(n) modified
limits} do not apply. Regular 415(b} limits
should be applied at distribution.

Lump sum roflovers from eligible plans (401(a),
| 457(b), 403(b), 401(k), 403(a) and IR As)

415(c) limits (including 415(n) modified
limits) do not apply. Rollovers only after
separation from service except [IRAs.

Repayment of refunded contributions

Under 415(c)(3), 415(c} limits will not
apply. 415(b) limits will apply at
distribution.

Lump sum transfers from 457(b)/403(b) plans

Limited to permissive service credit and
restoration of service. 415(c) limits will not
apply. 415(b) limits will apply. See Rule
10.60.
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It 1s our understanding from SDCERS staff that the vast majority of service purchases are
made by plan-to-plan transfer from the Employers' plans. However, all of the other mechanisms
are used to some extent, including after-tax payments,

3. Leave Conversion Contributions

In addition to service purchases, the Municipal Code also provides for leave conversion
to Creditable Service:

(¢)  Notwithstanding section 24.1310(a), effective July 1, 2002, represented
Members in the San Diego Firefighters Local 145 bargaining unit who
have not yet entered DROP may convert the cash equivalent of their
Unused Annual Leave accrued afier July 1, 2002, to Creditable Service in
the Retirement System on a pre-tax basis. The amount of the Creditable
Service to be credited in the Retirement System will be the amount the
Board determines to be the employer and employee cost of that Creditable
Service. Represented Members in the Local 145 bargaining unit are not
eligible to exercise any cash-out feature of Annual Leave that they accrue
after July 1, 2002, including Annual Leave accrued after July 1, 2002,
while in DROP.

SDMC § 24.1310(c). This provision provides for a pre-tax conversion of unused annual leave in
order to buy service in SDCERS.” If these amounts were converted on a pre-tax basis, the
benefit attributable to these conversion amounts would be tested under 415(b). Please note:
collection of those converted coniributions is covered in our Exclugive Benefit Report.

F. TESTING OF USERRA SERVICE PURCHASES

SDMC § 24.1309 addresses purchase of retirement credit for service in the armed forces.
The provision specifies that for purchases made pursuant to a leave due to military service, the
payment is treated as an annual addition for the calendar year to which it relates. In order to
provide appropriate treatment of USERRA service purchases, SDCERS will need to work with
Employers to determine USERRA eligibility. The problem of accurate USERRA reporting may
be Limited to only a few SDCERS members because most SDCERS members who are called to
military service receive differential pay. It is the City's practice to deduct the member's
confribution from the differential pay on a picked-up basis. As a result, most SDCERS members
retiring from USERRA-covered service to employment do not need to make any contributions
for the USERRA leave period.

It is our understanding that post July 1, 2002, hours can be converted or used fo extend DROP or run out with a terminal
leave. On the City side, the hours after July I, 2002 cannot bs cashed out. Wo further understand the value of these annual
leave hours is caloulated using the hourly rate’ calculated on the same basis as the pension salary, then converted to dollass,
which doliars are then reconverted to additional time. An example presented was where 500 hours equated to $30,000, which
{for that individual) would purchase 1.8472 additional years. The individual can choose how much to convert.
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VIL
VOLUNTARY CORRECTION PROGRAM ("VCP") FILING

A, GENERAL APPROACH

As problems were discovered, we worked with SDCERS, Cheiron, and Linea to develop
a correction mechanism. As we have previously discussed, the Employee Plans Compliance
Resolution System ("EPCRS"), Revenue Procedure 2003-44, provides for a Voluntary
Correction Program ("VCP") under which the IRS approves a plan qualification correction
through the issuance of a Compliance Statement. The VCP program is governed by a variety of
correction principals. One of the key requirements is “full correction™: '

Generally, a failure is not corrected unless full correction is made with respect to
all participants and beneficiaries, and for all taxable years.

Rev. Proc. 2003-44, Section 6.01. However, as noted in the Conclusion Sections above,
SDCERS wishes to make a case for a less than full correction based upon the unique facts of the
situation. The testing protocols being proposed are all outlined in Sections IV and VI above.

B.  TIMETABLE

The VCP would cover the retrospective analysis that covers retirees from 1995 through
the end of 2005. SDCERS would then apply self-correction for 2006. Prospective testing would
begin in 2007.

CIRCULAR 230 DISCLOSURE

Except to the extent that this advice concerns the qualification of any qualified plan, fo
ensure compliance with recently-enacted 1U.S. Treasury Department Regulations, we are now
required to advise you that, unless otherwise expressly indicated, any federal tax advice
contained in this communication, including any attachments, i3 not intended or written by us to
be used, and cannot be used, by anyone for the purpose of avoiding federal tax penalties that
may be imposed by the federal government or for promoting, marketing, or recommending to
another party any tax-related matters addressed herein.

43
I/1623403.16




Appendix A

Overview of Code Section 415 Proposed Regulations

DEFINED BENEFIT PLANS

o Multiple annuity starting dates. The Proposed Regulations provide new rules for
determining the annual benefit under a defined benefit plan when there has been more
than one annuity starting date (i.e., where the application of the Code Section 415(b) limit
must take into account prior distributions as well as currently commencing distributions).
Prop. Reg. § 1.415(b)-2. This would occur when a participant has received one or more
distributions in limitation years prior to an increase in the accrued benefit occurring
during the current limitation year or prior to the annuity starting date for a distribution
that commences during the current limitation year. These rules may also apply when a
benefit payment is increased as a result of plan terms applying a cost-of-living adjustment
("COLA™) pursuant to an adjustment of the Code Section 415(b) doliar limit, unless the
plan provides for application of a safe harbor methodology set forth in the Proposed
Repulations for determining the adjusted amount of the benefit (see discussion below
under cost-of-living adjustments).

In the case of multiple annuity starting dates, the annual benefit subject to Code Section
415(b) testing is egual to the sum of the annual straight life equivalent annuity
atiributable to the following:

1. the accrued benefit that has not commenced;

2. the annual benefit determined for any distribution with an annuity starting date
that occurs within the current limitation vear and on or before the current
determination date;

3. the aonual benefit determined for any remaining amounts payable under a
distribution with an annuity starting date that commenced in & prior year; and

4. the annual benefit attributable to prior distributions.
Prop. Reg. § 1.415(b)-2(a)(3)(@).

The annual benefit aiiributable to prior distributions is determined by adjusting the
amounts of prior distributions to an actuarially equivalent straight life annuity
commencing at the current determination date. The Proposed Regulations apply rules
that are analogous to the rules for adjusting other benefits to determine the amount of the
actuarially equivalent straight life annuity for purposes of determining the annual benefit
atiributable to prior distributions. Prop. Reg. § 1.415(b)-2(a)(3)(i1), (b).

A prior distribution that has been entirely repaid to the plan (with interest) does not give
rise to an annual benefit atiributable to prior distributions. Prop. Reg. § 1.415(b)-

2)3)(v).
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In the case of a new election modifying multiple annuity payments that have already
commenced, the payments made before the change plus the modified payments must
satisfy the Code Section 415(b) limit in effect on the original annuity starting date, based
on the assumptions applicable at that time. However, payment adjustments that reflect
cost-of-living increases under Code Section 415(d) are ignored for this purpose.

» Note: The specific rules on the application of testing of multiple annuity starting
dates are very complex. Ice Miller's comment letter focused on this area as a
primary cause for concern and urges the Service to take a simpler approach to
testing in this area. We believe the multiple annuity starting date proposed rules
could impact a variety of common governmental plan features — ad hoc COLAs,
3" checks, DROPs, PLSOs, and plan amendments. We also think it also
provides a difficult interaction with Code Section 401(z)(9) compliance.

s Cost-of-living adjustments.

L ]
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IRS Limit Adjustments. The Proposed Regulations provide rules regarding
application of the cost-of-living adjustments to the Code Section 415 limits. Prop.
Reg. § 1.415(d)-1. The Regulations specify the circumstances under which an
adjusted limit is permitied to be applied to participants who have previously
commenced receiving benefits under a defined benefit plan. The adjusted limit
would be applicable to current employees who are participants in a defined benefit
plan and to former employees who have retired or gtherwise terminated service and
have a nonforfeitable right to accrued benefits, regardiess of whether they have
actually begun to receive benefits. A plan may provide that the annual increase
applies for a participant who has previously commenced receiving benefits only to
the extent that benefits have not been paid, and a plan must specifically so provide
in order for the increase to be effective. Prop. Reg. § 1.415(a)-1(d)(3)(v)(C).

The Proposed Regulations provide a safe harbor under which the annual benefit will
satisfy the limitations of Code Section 415(b) for the current limitation year
following an adjustment to benefit payments that is made to reflect the IRS cost-of-
living adjustment made under Code Section 415(d). If such adjustments are made
in accordance with this safe harbor, the multiple annuity starting date rules will not
apply with respect to such adjustment.

An adjustment to a benefit for a COLA increase under Code Section 415(d) will be
treated as being made under the safe harbor if (1) the participant has received one or
more distributions that satisfy the requirements of Code Section 415(b) before the
date the increase to the applicable limit is effective; (2) the adjusted distribution is
solely as a result of an increase in the Code Section 415(d) limits; and (3) the
amount payable to the employee for the limitation year and subsequent limitation
years is not greater than the amounts that would otherwise be payable without
regard to the adjustment, multiplied by a fraction, the numerator of which is the
limitation under Code Section 415(b) in effect for the distribution following the
Code Section 415(d) increase, and the denominator of which is such limitation
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under Code Section 415(b) in effect for the distribution immediately before the
increase. Prop. Reg. § 1.415(d)-1(a)(5).

¢  Plan Benefits with Fixed COLAs. Last year the IRS issued PLR 200452039, which
provided that a plan benefit with an automatic COLA had to take into account the
value of the COLA when testing the benefit under the Code Section 415(b) limit.
Under the Proposed Regulations, there is an example under which the plan had to
reduce the benefit limit to recognize the value of any automatic, fixed COLAs
provided under the plan. Prop. Reg. § 1.415(b)-1{c}(5), Example 6.

» Benefit tested under 415(b). The Proposed Regulations prohibit both the payment and
accrual of a benefit in excess of the Code Section 415(b) limits. Prop. Reg. § 1.415(b)-
1(a}(1) (3). In the past, this Code Section has generally been interpreted for
governmental plans as requiring that benefits paid, not just accrued, must meet the 415(b)
limit.

» Note: Our comment letter fo the Service raises the problems with this issue,
inciuding an overarching concern with the focus of the Proposed Regulations on
the accrual concept versus the benefit payment concept, noting the inherent
difficulties this would present for governmental plans. We really think this is the
"heart” of the problem with the Proposed Regulations. Without a different
reference point (at least for governmental plans), compliance will be very
problematic. :

¢ Doliar limit applicable fo_early or late retirement. Code Section 415(b)(2)(C)
provides that the dollar limit must be actuarially reduced when benefits begin before age
62. The Proposed Regulations generally use the plan's determinations for actuarial
equivalence of early retirement benefits, but override them when the use of the specified
statutory assumptions results in 2 lower limit. Prop. Reg. § 1.415(b)-1(d).

If the benefit is not forfeited at the member's death, there is no adjustment to the dollar
limit with respect to mortality to reflect the probability of the member's death between
the annuity starting date and ago 62 (which results in a higher dollar limit than if
mortality were considered). The Proposed Regulations allow a plan to treat a benefit as
not being forfeited if the plan does not charge members for providing a qualified pre-
retirement survivor annuity, but only if the plan applies this treatment for adjustments
before age 62 and after age 65. Prop. Reg. § 1.415(b)-1(d)(2).

Pursuant to Code Section 415(b)(2)(I), the dollar limit is not adjusted for commencement
before age 62 for a distribution from a governmental plan on account of the participant
becoming disabled by reason of personal injuries or sickness, or as a result of the death of
the participant. Prop. Reg. § 1.415(b)-1(d)(4). Similarly, the less than ten years of
participation reduction does not apply to such benefits. Prop. Reg. § 1.415(b)-1(g)(3).

The Proposed Regulations similarly provide for the dollar limit to be actuarially increased
for benefits that begin afier age 65. However, if the plan does not actuarially increase
benefits in the case of later retirement age, the dollar limil adjustment is not permitted.

A-3
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Prop. Reg. §§ 1.415(a)-1{(d)BHVXC); 1.415(b)-1(e). A National Council on Teacher
Retirement representative testified on this point at the August 17 hearing, urging the
Service to reconsider this approach.

¢ Conversion_of benefits to straight life annuity. The Proposed Regulations provide
rules under which a retirement benefit payable in any form other than a straight life
annuity (or qualified joint and survivor annuity ("QJSA")) is converted to the straight life
annuity that is actuarially equivalent to that other form to determine the annual benefit
used to show compliance with Code Section 415 for that form of distribution. The
Proposed Regulations reflect statutory changes that specify the actuarial assumptions to
be used for these equivalency calculations. Prop. Reg. § 1.415(b}-1(c).

For a form of benefit that is not subject to the minimum present value rules of Code
Section 417(e)} (which includes any governmental plan benefits), the straight life annuity
payable under the plan at the member' current age (not the straight life actuarial
equivalent of the selected benefit form using the plan's actuarial assumptions) is
compared to the straight life annuity that is the actuarial equivalent of the optional form
of benefit, determined using specified statutory assumptions, and the larger of the two
straight life annuities is used as the annual benefit subject to 415 testing. Prop. Reg. §

1.415(0)-1(c)(2).

» Nete: Ice Miller's comment letter addresses the issue of the appropriate actuarial
assumptions that should be used for this conversion.

o Benefit forms for which no adjustment is reguired. The survivor portion of a benefit
that is a QJSA is not taken into account in determining the annual benefit subject to
415(b) testing. The Proposed Regulations provide that this exception will apply to any
portion of a benefit that is paid as a QISA, even if another portion of the benefit is paid in
some other form (for example, a partial lump sum). Prop. Reg. § 1.415(b)-1{c)(4¥i)(A),

(D (B).

Further, ancillary benefits not directly related to retirement benefits are not taken into
account for purposes of Code Section 415(b) testing. Prop. Reg. § 1.415(b)-1(c)}{4)(i)}(B).

¢ Exclusion of annual benefit atiributable to mandatery after-tax employee
contributions. The Proposed Regulations retain the rules under the existing regulations
that the annual benefit does not include the anmual benefit attributable to mandatory
employee contributions (which are not picked-up). Prop. Reg. § 1.415(b)-1{b)}(1)(ii).

The Regulations provide that the annual benefit attributable fo mandatory employee
contributions is determined using the factors described in Code Section 411{c}2)(B) and
(C) and the regulations thereunder, regardless of whether Code Section 411 applies to the
plan (which such Section does not apply to a governmental plan). Prop. Reg. § 1.415(b)-
1(b)(2)(iii). Mandatory employee coniributions (which are not picked-up) are treated as
annual additions to a defined contribution plan for purposed of Code Section 415(c).
Prop. Reg. § 1.415(c)-1(a)(2)(ii)(B) and (b)(3). Picked-up employee contributions are
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treated as employer contributions to a defined benefit plan. Prop. Reg. § 1.415(b)-
1{)(2)(1)(A).

» Note: In our comment letter to the Service, we have raised our concerns with the
difficulties in applying the Code Section 411 methodology in the governmental
plan context.

The Proposed Regulations provide that, if voluntary employee contributions are made to
a plan, the portion of the plan to which such contributions are made is ireated as a defined
contribution plan under Code Section 414(k), not a defined benefit plan, and is not taken
info account in determining the annual benefit under the portion of the plan that is a
defined benefit plan. Prop. Reg. § 1.415(b)-1(b}(2)(iv).

The Proposed Regulations would clarify that picked-up contributions, loan repayments,
the repayment of any amount previousty distributed, and the repayment of withdrawn
employee contributions, would not be treated as employee contributions. Prop. Reg. §
1.415(b)-1(b)}(2)(i1).

The Proposed Regulations also provide that, in determining the amount of the annuai
benefit that is excluded from testing because it is funded by employee contributions,
member repayments of withdrawn contributions, even if paid after-tax (and thus counted
as basis) would not be treated as employee contributions.

» Note: This treatment does not seem consistent with Code Section 415(k)(3),
which provides that repayments of previously withdrawn contributions, plus
interest, are not subject to the Code Section 415 limits. Ice Miller's comment
letter has raised this issue with the Service.

¢« Exclusion of annuval benefit attributable fo rollovers. The Proposed Regulations
clarify that the annual benefit subject to Code Section 415(b) testing does not include the
annual benefit attributable to rollover contributions made to a defined benefit plan (Le.,
rollover contributions that are not maintained in a separale account that is treated as a
separate defined contribution plan under Code Section 414(k)). Prop. Reg. § 1.415(b)-
1(b)(1)(ii). In this situation, the annual benefit attributable to the rollover contributions is
determined by applying the rules of Code Section 411{c), treating the rollover
contributions as employee contributions, regardless of whether Section 411 applies to the
plan. The Proposed Regulations specify that if a plan uses more favorable factors than
those specified in Code Section 411{c) to determine the amount of annuity payments
arising from a rollover contribution, the annual benefit under the plan would reflect the
excess of those annuity payments over the amount that would be specified in Code
Section 411(c). Prop. Reg. § 1.415(b)-1(b)(2)(v).

» Nete: This is an area upon which we have commented to the Service, arguing
that the Code Section 411 rules, which are not generally applicable to
governmental plans, should not be used in these circumstances; rather, we have
proposed that public plans be permitted to use the plan actuarial factors in this
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circumstance. We have also asked the Service to provide an example of a defined
benefit plan to a defined benefit plan rollover.

¢ Treatment of benefits transferred among plans. Under the current Code Section 415
Regulations, if a transfer is from one qualified plan to another qualified plan, the annual
benefit attributable to the transferred assets is not taken into account by the transferee
plan. Treas. Reg, § 1.415-3(b)(1)(iv). Further, a transfer from one qualified plan to
another qualified plan is not an annual addition in the vear of the transfer, Treas. Reg. §
1.415-6(b)(2)(iv).

The Proposed Regulations attempt to provide further detai! on the treatment of transfers
between qualified plans, presumably to address concerns by the Service that funds are
being transferted between plans without ever ultimately being tested in some fashion
under Code Section 415. The Proposed Regulations view transfers on a defined benefit
plan to defined benefit plan and defined contribution plan to defined contribution plan
basis, The Proposed Regulations would modify the rules of the existing Final
Regulations for determining the amount of transferred benefits that are excluded from the
annual benefit under a defined benefit plan in the event of a transfer from another defined
benefit plan. Prop. Reg. § 1.415(b)-1(b)(3).

In the case of transfers between defined benefit plans subject to the plan agpregation rules
(i.e., the annual benefit under both plans must be combined for purposes of Code Section

415 testing), the transferred benefits are included in determining the annual benefit under
the plan receiving the transfer (the transferee plan) and are disregarded in determining the
annual benefit under the transferring plan (the transferor plan). Thus, under each plan,
the annual benefit is determined taking into account the actual benefits provided under
that plan after the transfer. Prop. Reg. § 1.415(b)-1{6}3)(A).

In the case of transfers between non-aggregated defined benefit plans, the benefits
agsociated with the transferred liabilities (other than surplus assets) are freated by the

transferor plan as a single sum distribution (which presumably is tested under the Code
Section 415(b} limit). Although such a transfer is treated as a distribution in computing
the annual benefit under the transferor plan, no corresponding adjustment to the annual
benefit under the transferee plan is made to reflect the fact that some of the benefits
provided under the transferee plan are attributable to the transfer. Thus, the actual benefit
provided under the transferee plan is used to test the annual benefit under the transferce
plan, even thought the transferred amount is included as a distribution in determining the
annual benefit under the transferor plan. Prop. Reg. § 1.415(b)-1(b)(3XB).

_In the case of transfers between defined contributions plans, the transfer is not treated as
an annual addition.

Thus, iransfers between defined benefit and defined contribution plans are not
specifically addressed under the Proposed Regulations; in particular, the difficult issue is
a transfer from a defined benefit to a defined contribution plan. Hopefully, the: Final
Regulations will provide some clarity to this issue.
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¢« Application of $10,000 exception. The benefils payable to a participant will satisfy
Code Section 415(b) if the benefits payable to that participant under the plan and all other
defined benefit plans of the participant do not exceed $16,000 for the plan year or for any
prior pian year, and the employer has not at any time maintained a defined contribution
plan in which the participant participated. Thus, for example, a distribution for a
limitation year that exceeds $10,000 will not fall in this exception, even if it is a single-
sum distribution that is the actuarial equivalent of an accrued benefit with annual
payments that are less than $10,000. Prop. Reg. § 1.415(b)-1(f).

¢ Legs tharn 10 years of participation. The dollar limit is reduced pro-rata if a participant
has fewer than 10 years of participation in the plan. This reduction does not apply to a
distribution of survivor or disability benefits from a governmental plan. Prop. Reg.

§ 1.415(b)-1(g).

¢ ODRQO paymeunts. For purposes of Code Section 415, benefits provided to an alternate
payee under a QDRO are treated as if provided to the member. Prop. Reg. § 1.415(a)-

1(£)(3).

DEFINED CONTRIBUTION PLANS

¢ Timing of contributions. The Proposed Regulations would modify the deadline for
making employer contributions to a plan that are credited to a participant's account for a
limitation year for purposes of Code Section 415(c). Under the Proposed Regulations,
the deadline for a tax-exempt employer to make a contribution to the plan that is credited
to a participant's account for a limitation year for purposes of Code Section 415(c) is the
15™ day of the tenth calendar month following the close of the taxable year with or within
which the particular limitation year ends. Prop. Reg. § 1.415(c)-1(b)}{6)(B).

> Note: This is an extension from the earlier deadline now applicable under the
existing regulations (the 15™ day of the sixth calendar month following the close of
the taxable year with or within which the particular limitation year ends).

As under the current Regulations, employee contributions may not be included in a
limitation year unless they are actually made to the plan within 30 days after the close of
the limitation year. Prop. Reg. § 1.415(c)-1(b)(6)(C).

The Proposed Regulations also confirm that employer make-up contributions made
pursuant {0 USERRA, resulting from qualified military service, are not treated as an
annual addiiion for the year in which the contribution is made, but are treated as an
annual addition for the year to which the contribution relates. Prop. Reg. § 1.415(c)-

HB)(O)ND).

¢ Definition of “"Compensation”. The Proposed Regulations primarily reflect several
statutory changes that were made to Code Section 415(¢)(3) since the issuance of the
existing Final Regulations. Among these changes are the inclusion in compensation of
certain deemed amounts for disabled participants and nontaxable elective amounts for
deferrals under Code Sections 401(k), 403(b), and 457, cafeteria plan elections under
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Section 125, and qualified transportation fringe benefit elections under Code Section
132(f)(4). Prop. Reg. § 1.415(c)-2.

The Proposed Regulations also permif a plan to use a safe harbor definition of
compensation, including Form W-2 wages or wages subject to income tax withholding.
Prop. Reg. § 1.415(c)-2(d).

The Proposed Regulations also provide that the definition of compensation is subject to
the Code Section 401(a)(17) limits, which is a departure from the generally accepted
understanding of this rule. However, because governmental plans are not subject to the
100% of compensation limit under Code Section 415(b), this issue has little practical
significance for public plans.

e Compensation after severance from employment. The Proposed Regulations provide
specific rules regarding when amounts received following a severance from employment
may be included as compensation for purposes of Code Section 415. Unlike the other
provisions of the Proposed Regulations (which may not be relied upon until the Final
Regulations are issued), these changes may be considered effective immediately for
limitation years beginning on or after January 1, 2005. Prop. Reg. § 1.415(c)-2(e).

Generally, the Proposed Regulations provide that amounts received after severance from
employment are not considered compensation under Code Section 415, except for the
following:

¢ If made within 2% months after a severance from employment, payments (such as
regular compensation, overtime, bonuses, efc.) that would have been payable if
employment had not terminated, and payments with regard to accumulated leave
time that would have been available for use if empioyment had not terminated,
may be included as compensation under Code Section 415. This exception would
not include pure severance pay.

Military differential pay, i.e., pay from an employer to an employee who is in qualified
military service, may be included as compensation for purposes of Code Section 415.

> Note: It is not clear from the Proposed Regulations how payments of regular
salary which are made more than 2% months after severance from employment
would be treated. Ice Miller's comment letter asks the Service to clarify this
issue,

¢ Annual additions subject to Cede Section 415(c). The Proposed Regulations clarify
the definition of "annual additions" which are subject to Code Section 415(c) testing,
which include employer contributions, employee contributions, and forfeitures. Prop.
Reg. § 1.415{(c)-1(b). Additionally, coniributions to individual medical accounts that are
part of a pension plan under Code Section 401(h} are treated as annual additions to a
defined contribution plan (but such contributions are only subject to the dollar limit of
Code § 415(c)). Prop. Reg. § 1.415(c)-1(a)2)(ii)}(C), (). Annual additions do not
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include rollovers, repayments under Code Section 415(k)(3), or transfers from another
defined contribution plan. Prop. Reg. § 1.415(c)-1(b)(1)iii). (b)(3).

¢ Limitation year. The Proposed Regulations set forth rules regarding the limitation vear
that generally correspond to the rules under the existing Regulations, and also provide
specific guidelines with respect to overlapping limitation years for aggregated plans.
Prop. Reg. § 1.415())-1. '

Where defined contribution plans with different limitation years are aggregated, Code
Section 415(c) must be applied with respect to each limitation year of each such plan.
For each such limitation year, Code Section 415(c) is applied to annual additions that are
made for that time period with respect to the participant under all aggregated plans.
Similarly, where defined benefit plans with different limitation years are aggregated, the
rules of Code Section 415(b) must be applied with respect to each limitation year of each
such plan. Thus, the dollar limit of Code Section 415(b)(1)(A) applicable for the
limitation year for each plan must be applied to annual benefits under all aggregated
plans to determine whether the plan satisfies the requirements of Code Section 415(b).

RULES OF GENERAL APPLICABILITY

¢ Combining and aggregating plans. Under Code Section 415{(f) and the Proposed
Regulations, all defined benefit plans of an employer are treated as one defined benefit
plan, and all defined contribution plans of an employer are treated as one defined
contribution plan. Prop. Reg. § 1.415(f)-1.

¢ No specific guidance under Sections 415(n) or 415(m). The IRS did not issue guidance

with respect to the permissive service credit rules under Code Section 415(n) or qualified
excess benefit arrangements ("QEBAs") under Code Section 415(m), but did ask for
comments regarding the need for guidance on these provisions. In our comments to the
IRS we did not request guidance on these statutory sections but did offer our observations
on a few key 1ssues in the event that the IRS does issue guidance.
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Exhibit A: Cheiron Procedures on Retrospective 415(b) Testing

San Diego City Employees Retirement System

Retroactive Testing of Internal Revenue Code Section 415(b)
Maximum Allowable Defined Benefits Payable from a
Qualified Trust

The following is a narrative summary of the procedure performed by Cheiron, Inc, the
San Diege City Employees Retirement System’s (SDCERS)Actuary in coordination with
fce Miller, LLP and SDCERS staff in performing refroactive testing of Internal Revenue
Code {Code) Section 415(b) testing of defined benefits. In performing this testing
Cheiron relied on the data provided by SDCERS and interpretations and guidance of Ice
Miller LLP.

Procedure to test current retirees

The first step was to identify the testing population. We started with the database
provided in performing our actuarial valuation of SDCERS as of July 1, 2005. These
were the steps in defining the test population:

® SDCERS provided Cheiron with 5,530 retiree records. Each record included
social security number, first, middle, and last name, benefit type, effective
date, termination date, annuity, pension, cola and base amount

] We then received the DROP account balances database, which coatained
1,083 records

o  We match these records with the data provided for the June 30, 2005 actuarial
valuation and reconciled databases

o It was determined that for compliance submission we should look at all
retirees since January 1, 1995 for testing purposes in accordance with the
criteria and recomumendations outlined in Ice Millers report. On this basis the
testing population was defined to contain 2,067 participants in pay status.

Start; 5,531
Total after removing retirement effective prior 1/1/1995:  (2,974)
Total receiving disability benefits {490}
Net testing population 2,067
Of the 2,067 testing records:

s 2,041 matched records from the June 30, 2005 valuation data including;.

o 1,906 as retirees



o 48 as beneficiaries
o 28 deferred vested
o 59 actives

There were 26 records that did not maich the June 30, 2005 valuation data and
were determined to reflect deceased or suspended participants, not subject to
testing,

We subsequently reviewed the disabled retirees and reviewed the level of
benefits for any disabled retirees whos™ current age was beyond normal
retirement and determined their benefits were not in excess of the appropriate
415(b) limits.

For testing purposes there were 106 participants missing service credit data in
our database. For those with benefits equal or greater then 50% of the 415(b)
limit we requested additional information to ensure they had 10 or more years
of service to ensure the minimaum annual accrual limits were complied with,

With the testing population defined, we then proceeded to define the total aggregate
benefit payable at retirement from SDCERS. This step included:

Extracted from the database date of birth, total service credits, plan ID
{general employee versus public safety), benefit type, standard benefit, cost of
living adjustment (CPI with 2% cap, 13™ check), benefit granted through
subsequent litigation or grants [Corbett and Andxecht] , payment optlon

DROP account and form of DROP payment -

For the DROP accounts if benefits were payable as a lJump sum at retirement
we converted them to annuities using the appropriate conversion assumptions
at retirement (a 5% interest rate and appropriate mortality table based on the
date of actual retirement). If the DROP account was payable over time, we
projected the payouts at the current crediting rate of 8% and discounted baclc
the payments at the testing rate (5%) using the net result to conver to annuities
For the COLA benefits it was determined the CP1 COLA subject to the 2%
cap was a safe harbor adjustment that would track with or behind the 415
limitation indexation. The 13" check while contingent on excess earnings has
been fully granted in all but two years and was assumed to be a permanent
benefit and subject to testing. as if permanent

With each of the component benefits identified we determined a potential failure group
by making some general assumptions to identify potential test failures (participants in pay
status receiving in excess of the appropriate 415 himit). This group would then be
resubmitted to SDCERS for verification of each of the data elements. The intent was to
err on the side of a larger then needed population to capture any potential values before
the case by case review proceeded. We added the following steps:

&

While we had optional forms of benefit to convert to standard life annuities or
qualified survivor benefits, we did not have information as to whether the
beneficiary under the joint and survivor options was a qualified spouse, to be



most inclusive we therefore assumed that all survivors benefits were non
spouse beneficiaries and increased the base benefit to be 20% of the reported
value to simulate the actuarial adjustment that might apply.

We determined the total annual annuity for each retiree by adding the pension
adjusted for form of payment, the 13™ check benefits, the adjusted and
annuitized DROP benefits and the Corbett benefits together (the Andrecht
benefits were included in the pensions provided by SDCERS as their payment
of this benefit was not contingent on excess earnings).

We then tested all participants against the 415 limitation in effect at time of
retirement, based on appropriate limits adjusted for age at benefit
commencement, employment classification (general versus public safety).
Year of retirement and defined normal retirement age.

By taking a ratio of the sum of the benefit pieces to the appropriate 415 limit
we identified all participants with a ratio of 90% or greater and defined this
group as our potential failures.

From this process we identified 89 participants in pay status and submitted the list to
SDCERS to go through each file and confirm the data used as well as identify additional
information to use in the testing.

Up to this point there were a set of assumptions used in the testing that were jointly
decided upon with Ice Miller and SDCERS which included:

Not to account and offset for any post tax employee contributions — these
amounts could either offset the defined benefit tested and be subject to Section
415(c) testing or be ignore here

Not to adjust for service purchases — It was agreed to include test benefits
without offset, as was unclear if the data could be obtained to identify such
amounts were pre or post tax dollars used, as well as securing which service
was eligible for offset as qualified permissive service

Along with confirmation of the data used for this initial testing, we reguesting
information that would affect the final test including whether the benefits reflect:

Offset for benefits purchased from qualified rollovers amounts

Eligibility for public safety limitations by virtue of having 15 or more years of
service as a public safety employee

Aggregation of benefits from a qualified domestic relations order in effect at
the time of retirement

Confirmation for those participants with joint and survivor options in effect as
io whether the beneficiary is a gualified spouse

Making adjustments for the additional information as appropriate we ran a final test on
the 89 participants and determined there were 25 participants in receipt of benefit in
excess of the appropriate 415 limit in effect at time of retirement.



The testing procedure does not reflect reduction of benefits for:;

Post tax employee contributions
Post tax service purchases

» Limit adjustments for cost of living provisions contained in the SDCERS
Code

Procedure and assumptions applied in the determination of the appropriate 415 Limits:

1.

Applicable mortality and interest rate assumptions for the calculation of actuarial
equivalents are: a gender blended 50/50 GAM 83 mortality table used through
Decemnber 2002 and 94 GAR mortality table projected to 2002 using the AA
projection scale, thereafter with an 8% inferest assumption in accordance with
Code Section 41 5(b)(2)}E)).

DROP balances were annuifized at the date of actual retirement using the above
assumptions. :

415 limits by age for general retirees were based on the changes in the law under
EGTRRA to reflect pre-65/62 reductions.

Each calendar year’s 415 annual limit was applied based on the year of actual
retirement

 Total annuity of each general retiree was compared to the 415 limit based on age

at retirement and year of retirement.

For retirees qualified as public safety, comparison was made to the 415 limit
based on year of retirement. There was no age adjustment made for public safety
retirees.

Procedure to fill in missing information:

1.

2.

For retirees who have died, the value of their initial benefit were used and
linnitation applied in proportion to the a beneficiary’s annuity

We assumed largest paying plan for retirement benefit purposes if someone had
muitiple ID’s.

3. While we had optional forms of benefit to convert to standard life annuities or

qualified survivor benefits, where information as to whether the beneficiaries
under the joint and survivor options was not a qualified spouse we adjusted the
benefit based on a factor determined by taking the ratio of the J&S annuity over
the straight life annuity. There were only two participants affected by this
adjustment.

Net Results:

I

We identified 29 retirees who violated the 415(b) limits at retirement age.



Exhibit B: Cheiron Procedures on Prospeciive 415(b) Testing

San Diego City Employees Retirement System

Prospective 415(b) Testing

Prospective testing will be conducted first by SDCERS through a screening process that
will combine detailed information provided through Pension Gold and a calcuiator
developed to incorporate the various benefits to be included as defined benefits. - Cheiron
will be involved in verification of those benefits considered within a reasonable range of
the maximum limitations to verify any adjustments to be made.

The calculator -- a sampie screen in Exhibit G -~ incorporates the current benefits
provided to City employees as non-ancillary. The process will be similar to the
retrospective approach and will differ through the potential incluston of more accurate
information on the nature of funds used in the purchase of service, and rollover amounts.
It is also anticipated that at some point in time post-tax employee contribution
information may be available for offset in the determination of the benefit subject to
testing.
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This document presents the operational process implemented by SDCERS to:

L. Screen individual post-tax contributions for 415(c) compliance, prior to
acceptance;

2. Screen entire active member population with post-tax contributions annuzlly;

3. Implement a retund of contributions program for those members found to have

contri

buted beyond the applicable 415(c) limits. - -

The key stakeholders in this process are:

#

#

Active Members making post-tax contribuiions;
Plan Sponsors who employ SDCERS members;

Member Services staff members, responsible for qualifying and
accepling posi-tax contributions; :

Member Services manager(s); responsible for monitoring requests for
post-tax service purchase contributions, and coordinating conumunication
and information exchange with plan sponsors;

Also responsible for annual active population screening and
implementation of reduction according to priority agreed upon with plan
SpPONSOLs.

The highest level process flow is as follows:

Positax {
e 1 Contribution |
L |

Post-+tax Cantributions
ﬂ:_‘_:_ iMmJ accepted or denied, basad on
individual 1 Sereening Results using data
Sweening al | irom Employer and SDCERS'
applicalipn for Benefits administration System
{
i

‘Contributions Refunds
made as necessary,
according {o the
pricritization ptan agreed
| upon with Plan Sponsors

\
I
o PP

| ¢ using g
( ; Filesfrom
| _Pan
} Sponsors !
L !

Figure |

Greated on §/2/06
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Docyment: 413(c) Operational Process
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2.4 individual fipplication and |

When SDCERS is approached by an active member with a request to purchase servicé;_ -

time using post-tax dollars, SDCERS must complete 415(2) screening prior to accepting

the purchase.

2.1.1  Agpregation of All Post-iax Aamua! Contributions

Step 1. Review and Qualify Application for Service Purchase

SDCERS* Member Services staff members will receive the request for service purchase
from an active member, and determine whether or not the member is actually eligible to
purchase the time requested.' If eligible to make the purchase, and the purchase is to be
made with, post-tax dollars for any type of service other than permissive service credit,
the -application is marked for 415(¢) testing before the application and any funds have
been accepted. For a detailed explanation of permissive service credit, please see the lce
Miller 415 report. '

Step 2. Aggregation of Current _Yeaf:(lon'tribuﬁum

o . Sum all year-to-date non:permissive service credit purchases, made with post-tax
SDCERS contributions by the member,

= Contact the member’s employer with a request for a report of the member’s year-
to-date after-tax contributions to 401{(k) and SPSP plans. 1t is tmportant that this
report also indicate the profected contribution total for the current year, and that
both employee and employer contributions are included. Further, the report .must
include the member’s year-to-date Medicare wages,

= Assess the year-to-date total and projected current grand total of all post-tax
contributions, including the requested service purchase.

' Projected Post-tax
Contributions. 1o

Year-to-Date Post: |
tax Coniributions

Year-t0-Date Post- Wﬁ
%7

|
tax Contributions i Employer- ; both SDCERS and]
to SDCERS sponsored Défined | Employer DC
Contribwtion Pans | Pians

___________ eed

2.1.2 Testing and Contribution Reduction

‘Step 3. Testing Against 415(c) Limits

« Compare the sum total of all year-to-date and projected post-tax contributions, as
derived in Step 2 above, to the current year 415(c) limits. If the sum total is less

" This is done according to the existing process for processing service time.

Created on 6/8/06
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than the applicable 415(c) limit,” then the posi-tax service purchase may be
accepted by SDCERS.

%

If the sum: total is greater than the applicable limit, the member must be counseled
on the need to reduce or stop his or her contributions o the employer’s defined
contribution plans in the curvent vear. Reductions may also be necessary in the
following year(s) if a iong term service purchase contract is established with
SDCERS.

E Yaario-Date Post- | ;WF’ piecied Poslwiaq U Lesser of 100% of 3

v Ptax Contribubons ¢} Coninbutions to i i Compensation OR
mn | o Emplover- ¥ | both SDCERS and; I Cursent !
sponsoied Defined l Employer DC ) fco trilyution Linil !
“Conribution, Mans [0 hans Betoy RS

Step 4. Contribution Reduction

s After counseling, if the member elects to malke the SDCERS service purchase and
reduce congributions to the employer’s DC plans, a worksheet will'be given to the
member, and a copy forwarded to the employer.

«  The worksheet will contain the following critical information:
{. The applicabie 415(c) limit for the current year

2. Calculations indicating the amount that will exceed the limit, if the
purchase is made

3. Required reductions, according to the following priority:

- First: 401{k) -~ excess contributions refunded to the
menber

Second: PSP - voluntary contributions only
Third: SDCERS - purchase total reduced

4. Total amount of service to be purchased, and the total amount in post
tax dollars to be accepted by SDCERS.

5. Member’s signed acceptance of responsibility for notifying his or her
employver of the necessary reduction(s) to the DC plans.

? For detailed information on how to determine which limit will apply, please see the lce Miller 415
Strategy Report.

Created on 6/9/06
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finnual Screening Process

At the end of each calendar year, SDCERS w:ll test aEl membels from whom post-tax
coniributions were accepted during the year.
necessary to receive a data file from each of the plan sponsors. This information will be
combined with post-tax contribution data from PensionGold, and analyzed. Any member
found to have over-contribuied during the year, wili receive a refund of those excess

contributions.
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produced
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t alt PlanSponsors: :

weittt Mem%_)ers on I
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lmporred mln S

o

S S,

? Indivicuai
Worksheel

produced and
torward with

} Refung Request.lo

tMembear and

L Employer J‘

Figure 3
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|
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2.2.1 Production of the Annual Report

In February of each year, the Member Services manager will produce the 415 (¢} Annual
Report for the previous calendar year, using the 415 Screening Tool. This report will
provide a listing of all members with post-tax coniributions during the previous vear,
- along with the following information that will make it possible to request plan sponsor
data: L

v Name

«  BEmployee ID or SSN

s Employer

%  Total Post-tax Co_ntr:ibui:io'ﬁs

e 415(c) Limit (as determiined at poini of Service Purchase)

¢ Reduction Required Y/N (at'the point of Service Pm:‘chase}
2.2.2  Receipt of Plan Sponsor Data

In February of each year, SDCERS will request a data file from cach of its plan sponsors,
10 be used in 415(c) limit testing for the previous calendar year, This file must contain
the following information for each of the SDCERS members requested:

¢ Name

e BEmployee ID or SSN

s Total Medicare Wages

«  Total 401{k) Employee Contributions
¢ Total 401(k) Employer Contributions
« Total SPSP Employee Coniributions
« Total SPSP Employer Contributions

When the plan sponsor’s data files are received by SDCERS, they will be imported into
the screening tool, and the 415(c) Annual Analysis report will be produced.

2.2.3 Proeduction of the Annual Analysis Report

The Annual Analysis Report will return a detailed listing of all members with post-tax
contributions to SDCERS in the calendar year selected by the user.  The tool will use
both PensionGold data and the plan sponsors’ data files to determine whether the
members listed have exceeded the 415(c) limit. The following information will be
included for all members returned on this report:

s  Name

= Employee ID or SSN

Created on 6/9106
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Brocumenis 415(cy Operational Process

&

Employer

¢ Total Medicare Wages

= Total 401{k) Employee Contributions

& Totat 401{k) Employer Contributions

= Total SPSP Emploves Contributions

= Total SPSP Employer Contributions

o Total SDCERS Post-tax Contributions

e Crand Total Post-tax Contributions in Al Plans
} hmﬁii

A1
41
i
LW

o ‘mm f%mmzm Exceeding. Lzma{ ( f any}

224  FProcess fo Retnrn Excese Contributions

If any member on the Annual Analysis Report is found o have an amound tzxceﬂdmg}, big
or her 415(cy limit, the Member Services manager will review that member’s file. The
file should contamn the worksheet pméaceﬁ during the service pm‘éhase process. The fils
may then be referred to the Compliance Review Group for further review, as appropriate.

Step 1. Send Motification and Return of Contributions Request

Detailed communication and a complsted worksheet will be seni to the member and the
member’s emplover. This communication will clearly state the amount and source of
excess coniribulions that must be returned o the member, am&;zcimg to the followiny
priovity:

First: 401Ky — excess contributions refunded to the
mermbey

Second: SPEP - voluntary contributions only
Third: SDCERS — purchase total reduced

Step 7. Recvive Confirmation of Refurned Confributions

o

This communtcation will include a request lor confirmation of the returned contributions,
once completed. confirmation is not received within 120 days of the request, SDCERS
will return the excess contributions fromi the member’s SDCERS account, reducing
service fime accordingly.
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Aszumplions

1 Testing 415 mits on retirees who retived after January 1, 1995,

2 Used a blended GAM 83, or GAR 84 after 2002, mortality table, 50/50 with 8%
interest assurmption (the rate referred to in City Code).

3 The DROP account halances are annuitized using retirement age and the 50/50
blended GAMB3 or GAR 94 after 2002 mortality, 8% interest.

4 The 415 limits are listed by year of retirement.

5 General retirees have limits that:are adjusted by age using the martality table from
age 62 and the standard reductions:from age 65 -62.

§ Assumed the uniformed retirees do not have an age limit.

7 Assume that plan 1D's of 3,4,5 and 10 are uniformed.

8 The overall imits do not take into account employee afler-tax contnbut;ons

Benefit Database Source

Annuity  is the employee provided retirement benefit
Pension  is the employer provided retirement benefil
Base amount is the sum of these bensfits

Plan Codes

1 Elected officials General
2 General employees  General
3 Life guards’ Uniiform
4 Police Uniform
5 Fire . Uniform
10 UPD safety Uniform
11 UPD general Gengral
12 UPD exscutive General
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BH8,748.96 6000000  §5529.18° 55 30807 $221.09 4/1/1996 129 $44,230.95
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General - Blended - SSNRA = 65
Agel 1095 1966 eo7 Y08 1900 T

2002 2003

1

50 75,000 75000  7SATE 758006 75000  7EO04 75,000
1380 75000 75,000 75000 75000 75,000 75,000 75,000
1.37¢ 75000 75000 75000 75,000 75000 75,000 75,000
L 38) V5,000 75000 75,000 75,000 75000 75000 75,000
390 75,000 75000 75000 75000 75000 75000 75,000
43 75,0600 75000 . 75,000 - 75000 75006 75000 75,000
41 75000 75000 75000 75800 75000 75000 75,000
42, 75,000. 75000 75000 75000 75000 75000 75000
a3 750060 75000 750000 75000 - 75000 75,000 75,000
£4} 75,000 75006 75000 75000 75000 75000 75000
45y 75000 75000 75000 75000 V5006 75,000 75,000
450 75,000 75000 75000 75080 75000 75060 75600
47, 75000 75000 75000 75000 75000 75000 75,000
48, 75,000 75000 75000 75000 75000 75000 75,600
49: 75000 75000 75000 75000 . 75000 75000 75,000
50; 75,000 75000 75000 75000 75000 75000 75,000
51 75000 75000 75000 75000 75000 : 75000 75000
520" 75,000 75,0000 750000 75000 75000 75000 75,000
53p 75,000 75000 . 75,0000 75000 75000 75000 75,000
54/ 75000 75000 75000 75000 75000 75000 75,000
550 75,000 75,000 750000 75,000 75000 75000 75,000
BBE- 75,000 75000 75000 - 75000 75000 75,000 75,000
CB7) 75000 75000 75000 . 75000 75000 75000 75,000
S5l . 75,000 - 75,000 7000 75000 75000 75000 75,223
59 - ¥5,000 75000 75,000 76,978 76,978 79,938 82,899
80! 78423 78423 81,691 84953  B4950 88226 91494
.61 86,693 86,693 00,306 93,017 93917 97,529 101,141
620 96,000 96,000 100,000 104,000 104,000 108,000 112,000
B3, 104,000 104,600 108,333 112,667 112,667 117000 121,333
B4; 112,000 112,800 116,867 121,333 121,333 126,000 130,867
65 120,000 120,000 125000 130,000 130.000 135000 140,000
68] 120,000 1EG000 125000 130,000 130,000 135,000 140,000
BT 120,000 120,000 125000 130,000 130,000 135000 140000

ey

L

o
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General - Blended - S8MRA = 66

[Agej 1995 1996 1007 1098 1999 2000 2001 2002 2003 2004 2005 2006 |
351 75,000 75000 75,000 75,000 750800 Y5000 75,000 L
36| 75000 75,000 ¥5,000 75000 75000 75,000 75,600

371 75000 75,000 75,000, 75000 75,000 75,000 75,000

28| 75,600 75000 75,000 75,000 75,000 75,600
39 75,006 75006 75,0006 75000 75,000 - . 75000
401 75,000 75,000 75,006 75,000 75800 - 75,000
41 753,000, 75,000 75,000 75,000 75,600 75,0006
42] 75,000 75.000 75,000 75000 75000 75,080
431 75,000 75,000 75,000 75,000 75,000 75,000
440 75,000 75,000 75,608 75,000 75,606 75,000
45| 75,000 75,000 75,000 75,000 75,080 75,080
45| 75000 75000 75,006 75800 75000 75000
47 75000 75000 75000 75000 75000 75,000
48y 75,000 - 75,000 75800 75,000 75,000 75000
491 75000 75000 75,000 75,000 75,000 75,000
50 75,000 75,000 75,000 75008 75,000 75,000
51 75000 75,000 75,000 75,000 75,000 75,000
21 75,000 75,000 75,006 75000 75000 75000
531 75000 75000 75000 75008 75000 75,000
541 75,000 75,000 75,000 75,000 . 75,000 . 75,000
55 75,000 75,0600 75,000 75,6000 75,000 75,000
56 75000 75,000 75,000 TEO00 75,000 75,600
57 75000 75,000 75,000 75,000 75,000 75,000
58l 75000 75000 75000 75000 75000 75,000
59f 75000 75000 75,000 75,000 75,000 75000
60| 75000 75,000 76,585 70640 79,640 82,712
8%  B1,274 81,274 84,661 88,047  BB,047 91,434
62 90,000 90,000 93,750 97,500 97,500 101,250
83] 98,000 98000 102,083 . 06,167 106,167 110,250
84! 106,000 105000 110417 114,833 114,833 119,250 .
85] 114,000 114,000 148,750 123,500 123,500 128250 133,000 80,00 ) ) , i
66| 120,000 120,000 425000 130,000 0 130000 435000 140,080 160,000 180,000 165,000 170,080 175,000
87 - 120,000 120,000 125,006 130,000 130,000 135000 140,000 160,000 160,000 165,000 170,000 175.000
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Genersl - Blended - SSNRA =67

Age] 1998 1996 1997 1998 1932 2000 2001

351 75,060 75,000 75,000 75,000 75000 75000 75,000
36] 75000 75000 75000 75,000 . 75000 75,000 75,000
37 75,000 75,000 75000 75000 75000 75000 75,000
38| 75000 75000 75000 75000 75000 75000 75,000
39t 75,000 75000 75000 75000 - 75,000 75000 75,000
400 75000 75000 75,000 75,000 75,000 75000 76,000
41} 75,000 75000 75000 75000 75000 75000 75,000
42 75,000 75000 75000 75000 75000 Y5000 75,000
43] 75000 75000 75000 75000 75000 75,000 75,000
44] 75,080 75000 75000 75000 75000 75008 75,000
45( 75,000 . 75,000 75000 75,000 75,000 75000 75,600
46 75,000 75,000 75000 75,000 = 75000 75000 75,000
47" 75,000 75,000 75000 75,000 Y5000 75000 75,000
48] 75,000 75,000 75000 75000 75000 75,000 75,000
49] 75000 75000 75000 75000 75000 75000 75,000
50] 75000 75000 75000 75,000 75000 75000 75,000
51} 75,000 75000 75000 75,000 75000 75000 75,000
520 75,000 75000 75000 75000 75000 75000 75,000
53f 75000 75000 75000 75000 75000 75000 75,000
54/ 75,000 75000 75000 75000 75000 - 75000 75,000
55] 75,000 75,000 75000 75000 75000 75000 75,000
56{ 75000 75000 75,000 75000 75000 75000 75,000
57| 75000 75000 75000 75000 75000 75000 75000
58f 75000 75000 75080 75000 75,000 75000 75,000
59 75000 75000 75000 75000 75000 75000 75,000
ol 75000 75000 75000 75000 75000 77488 80,057
81| 75856 75856 79,017 82177 82177 85338 98,499
62|  B4000 84000 87,500 91,000 91,000 94500 98,600
631 92,000 92,000 95833 99,667 99867 103500 107,333
64] 100,000 100,000 104,167 108,333 - 108,333 112,500 116,667 0
85( 108,000 10B:000 112,500 117,000 117000 121500 126,000 160,000 140, 0C0: 175,000
66) 114,000 114,000 118750 123,500 123,500 128,250 133,000 160,000 160,000 165000 170,000 175,000
67] 120,000 120,000 125000 130,000 130,000 135000 140,000 160,000 160,000 165,000 170,000 175,000

£ HEIRON



Exhibit i: Cheiron Uniform/Satety Emplovee Limits

Uniform- Blended

{(-HEIRON

Age| 1899 1996 1997 1998 1988 2000 2001 2002 2003 2004 2003 2008 |
46 £8.000 66,000 125000 130,000 130,000 13500¢ 140,000 160,000 160,000 165,000 170,000 175000
47 66,000 86,000 125,000 130,000 130,000 135000 140,000 160,000 180,060 165000 170,000 175000
48 66,000 66,000 125,000 130,000 130,000 135000 140,000 160,000 160,000 165000 170,000 175,000
49 68,000 66,000 125000 130,000 130,000 135000 140,000 160,000 160,000 165,000 170,000 175,000
50 66,000 66,000 125,000 130,000 130,000 135000 140,000 160,000 180,000 165,000 170,000 175,000
51 68,000 86,000 125000 130,000 130,000 135000 140,000 160,600 160,000 165000 170,000 175,000
52 68,000 66,000 125000 130,000 130,000 135000 140,000 160,000 160,000 165000 170,000 175,000
53 66,000 86,000 125000 130,000 130,000 135000 140,000 160,000 180,000 185000 170,000 175,000
54 66,000 66,000 125000 130,000 130,000 135000 140,000 180,000 160,000 165000 170,000 175,000
55 66,000 66,000 125000 130,000 130,000 135,000 140,000 160,000 160,000 165,000 170,000 175,000
56 66,000 68,000 125000 130,000 130,000 135000 140,000 180,000 160,000 165000 17G,060 175.000
57 66,000 66,000 125,000 130,000 130,000 135000 140,000 180,000 160,000 165,000 170,000 175,000
38 66,000 66,000 125,000 130,000 130,000 135000 140,000 166,000 160,000 165000 179,000 175000
59 66,000 66,000 125000 130,000 130,000 135000 140,060 180,600 160,000 165000 170,000 175,000
80 66,000 £6,000 125000 130,000 130,000 135000 140,000 160,000 160,000 185000 170,000 175000
81 66,000 66,000 125,000 130,000 130,000 135000 140000 160,000 160,000 165000 170,000 175,000
82 66,000 66,000 125000 130,000 130,000 135000 140,000 160,000 160,000 165000 170,000 175000
83 66,000 66,000 125,000 130,000 130,000 135000 140,000 180,000 160,000 185000 170,000 175000
84 66,000 66,000 125,000 130,000 130,000 135000 140,000 160,000 160,000 165000 170,000 175000
85 66,000 66,000 125000 130,000 130,000 135000 140,000 160,000 166,000 185000 170,000 175,0{}9!
66 66,000 66,000 125,000 130,000 130,000 135000 140,000 160,000 160,000 165000 170,000 175,000
87 66,000 56,000 125000 130,000 130,000 135000 140,000 160,000 160,000 185,000 170,000 175,000



& Description of Testing Dat

0

Exhibit J: Cheiron Sany

Sample Life With Cell Descriptions

= A AR £ - ratio of anpusl compensation 5 415 Limit. §f > 1 hen the person s over the 418 Jirnit
GhveN : - § merTers SEM ' '
GIVEN : : - miembers st name
GIVEN L i member's tast nams
GIVER o U845 members datg of bivth, used for caltitaling ages
GRER . o member's gendar used for finding J&S % .
Caiculaied '. : W 5 - rounded age of person; difference hetwean DB end DOR; used for fiwling 418 Bmitand J&S8 %
Cotodnled . k 58 YO8 < 1937 then B3, i 1987 < YOB « 1365 then 68, 11955 < YOB ihen 67 used in nnwna 445 Bmif
GIVER 38 member's rﬂhremem date; used for C orbett, 415 Gmit and arpropnam mmmﬁny comversion tables
CGIVEN
. CGHVEN i Son "Aésumpﬁam"iab for Plan 1D Pmlad% i undform and general membars weoeive & different 445 Fewi,
GIVEN § not 3 Usiform Plan (D, bt samed 15 years of qualifisd urdform cede serdcs < eligitle io recebva Uniforr 415 Bt
" GIVEN i m')s: af refisrend usad in miﬁulainm 34 ehigck
GIVEN g by mamber; usad in determining JES adinstment
GIVEN IS IATERRAE - e elechws p-?.menl for sundvor, used int detarmining JE25 adjusiment
GIVEN b DM EAR] DOR for surviver of menbar; ussd fo find J3% adjustment
Calculatad K - mamber's 398 - sundvor's ao2 = age differanca, ma irpiRn 20, mindmum -2, used in delermining J&S adiusiment
Ve ) THBEAA. annusl arount rensived by 2 membar, basag off of menber cﬂ!\mbmmns
o oEN annual amount recaived by a membear, based of of employer conribuliens
; =R+E =R+ 8~ total hase annity h '
Ut WR‘:}F‘ f‘mmzzty l;!a%z:i@» o Bvew : J- states whether g persen has slected 2 DROP
VoL BROBE Annly Digticn SvEN ol ke .iixmst;iﬁw}z - wxplaing the option selected by the member for recsipt of DROP; usgd in calovtating years of DROF annaity
W Annudly Bffective Diate BIVEN o ARREL- when o member dtans 1o recsive DROP aniulty
X feyears - Cateulzied ' 35.21- fength of annulty DROP, 20 years, Grandiatherad and Life Sxpeciancy, based on ags, "1 is code for annuity
v RGP Retirement Date GIVEN - 1EIHEEY . when member enered into DROP program; ssed to caleuiate annulty payment
i Lot Gont ) GREN S HRERTRE AN contdbutions made to DROP ocount: usad le cafoulate Salancg
s DROP Inl . GIVEN - E3AL 4L interest ramed on DROP account; need to talciale balance
E:}F o E‘i‘ﬂ‘l"’&! =7+ AA FIIR,215.80 2+ AX tntel socount usad to caloninte anousl paymest tn & miermbar from DROP acsount
Calnulated : 531, ?59 95 - annud DROP pavment as PY, using 8% and novears: § nyears 1871 ihen SLA, moriality h"mazi on DROP eniry
GIVEN b NI e Blales whether g person has 2 rollover sontibution recsived for 4011 or SPSP purpeses nn!y
CIVERN ' - Pre Tax Contdbulion Rollover Reported ' '
GIVEN ' o st Tay Comtiibuion Bollover Reporiad
# AE + AF = AR+ AF
Catoulsiad 50.00:- totel Rollover anmuitized based oh payrnent foim elected and rathemen dals
GRJEN states whethar @ person has 2 qualffiod spouse a5 ihe survivor bensfisiay
Caloulated oo B,08%|- w0 adjustment if benaficiary is qualified spouse, otherwisa represant JAS/Straight Life annulty factors
=A4 T B 50.90|= AJ* T - elected for adjusted o 9 Stralght Lie annuity '
Calculnted TH TS 208 15| retiress prior 1o 7112080, 7% * T, 28 Corhelt Seiftemam, members pfier 712000 sty hova baned induded,
Cafeyiated ) 51,0“{_2_;2_[2 - 3PSun L), ne sendos bz provitded 10 years of senvios B agsurmard '
=T +AC + AK 4 AL + AM - AN STAL0TL.57 = T +AD + A 4 AL « AM - Al
) La!cuial&%é  $130,000.00! - Membar's 435 Umil based on Uniform or Genarad, Age 2f relirement, Soc Se MRA, of actual refireament

ratic of ganual compansation o 415 Limil B 1 then the person I8 over the 4718 limit

—{igz‘ﬂ?-i(j S



Exhibit K: Cheiron Retired 415 Test
Results -- SDCERS Retired 415 Test
Results

GivEN

 Caltilstad

Caleiated

GIVEN

GIVEN

GIVEN

GIVEN

GIVEN DRB
GIVEN i
GIVEN i 515 B T
GIVEN L PN SHEASAL SHR FEFH R
Caleulated { . 42 0 L ¥ ] [ ¥ 4
GIVEN AT EAT R grE sl Sar ke Srigag : goali oy S44
Gl BTG4 ARG aE 0 Ao aasie sressEse o pvinoediesll eidsaeT AL SEFTRL SELRTILE
e Ha =R+% $85 887 48 “$1ainBasel size1s6.s8| . 388,358.40 $731.599.78 136 3117 .36 S0 40108 75,485.52
Tul DROP Amnally Elocied GIVEN Mo NG e :
v DEOF Anntity Option GIVEN : Grandisiiaeadl:
W Annity Effective Dat GIVEN . B R Tk )
i _ feymark Caloulated PR R 8T L A
Y | DROP Retrement Dale GIVEN AR NeE LA ey
'z COROP Cont GIVEN g A L¥iE aqd a0 85 ABSAA
ARG EIRLEAE St GIVEN SRR : L7 5D 258 745,56
AB DRI Dalanee = 7+ AR $356,272,20 Hlan s3I 5545 51,00 B
AL DIRCIE Apry ity Sapmont Caloylated $0.080 $37,271,37 sael $0.60 £70,287, 02 : B SREBFOET .. 5060
B Apiplonnie Bollover YEE A N NG ¥Esooo HES w0
e T : §10u 511 R [TERinnl sibk 05 §0n $81.49% b Tieg 08 t9.00
GIVEN © e R $0.09 30.00 in.40 SRR R 5 1 S, At b1 8L
= AR+ AF UEHEEIIETT - §07463.38 Bi0E,205.841 40,00 £87 926,15 £50,566,62 $107, 155,08 $104.1%
Calculsted L S5 A 5 §0.00) . 50,80 56080 s880060 o 3548479 TI0A9038 L s8od
GIVEN o EEw T othEgec. Lo TOwgEDc oL CNES YES LU YES gy, b has EEs
Galculated 0.00% 0.00% 0.00% 3.00% 0.00% 0.00% 0.00% - eo0% 6.00%
=AFTT $0.00 30,00 $0.00 36,00 $0.00 $0.00 30,60 $0.00 $0:00
Caloulated $0.00] - $0.09 $0.90 56,185.09 $0,00 $0.00 30,80 $0.0D $5,354.04
Calculated $728.49 $1,016.73 $1,130.80 $1,029,90 $1,173.60 $1,087.60 $1,080.67 $1,080.45 $1,072.80
TIACTAK + :
Al + AM . AH $80,749.44 $174,361.66 $125,207.28 $95,573.39 $195,467.78 $140,505.47 $118,119.92 $183,212.74 $42,918.26
Calculaled
= A0 ap

iruny

& ﬁ;.@

EslavTats




Exhibit K: Cheiron Retired 415 Test
Results -- SDCERS Refired 415 Fest
Results

Lgariady HIAH g aismiteasl © . heineast Biiiag afFiiag
£ Mo R e 3 M "
_ Caloulated 66 el : ‘57 S am .
Gt 65 0 ;
GhEN  F N T ABitess

i1

IVEH
OIVEN
GIVEN
LGIVER
GIVEN .
GIRER . - b R
GIVEN. i BIIREA
: Caleylated 5. e
- CaEnareeen L Eipantas S1ninzae
& it SR ag Mgkl . : SEERlan Uwanacn sl . ey y5y ad
g 415 Baae At L S101 A8 T 36 74040 slonBes sl $104,044.68 H5.030,16 ST03,067.50 )
Ui DROP Annuily Blecter T YRS ha B o e R NO
v CHREA Anndty ¢ : I : : '
W Aoty Effacties Dele GIVEN' : e Cre 5 g N
o ORARES 8, 470 296 8.4 A
S0P Relirernont Date _ TENS ARSIV 2tyAURE o aimanal
2 BROP Gor BiEn : aghan | Bineiiss L adineRessl R
ART O BROP IR GIVEN : LUURRLERRGRL gl CohoRERGEEE L sgngm
ABL DROP Balpnee 1 =24 AA o N $5U4712.37 0 smaaznal sranened . s1psizen
AC w DEROE Annuity Paymand Calculated . Eaen 50000 . 59243453 $4.910.20 sa‘_sé' 51% 508,00 6% 122,365
sl UAmdiedbls Ballaver Gryon : COWES Lo epe LT AR o e
RE B, T Tretiaen . taqanwaall o dsednsasl Lo treditan] .
i : CETEARTY osgl R R )
SAELAR 543454.75] $U8028.900 - 34840508 £75,731.61 442.825,58
 Calciitated 369 sgmatg]  &8.A04EF £5 07558 - 52,830,482
VE PR g ;A CoyEs. LU wps
‘ nee% CTemni - REN% L _
L sen .09 spagl Godal U epeal 89,04
- Galoylated T tnann 50,00 5860 (o) ) ggapl o Emes)  sarhran
Crlesited &7, 880,10 £1,085.13 gamnel o speagg s oBRASlc Cosnd2emgl o saies
1104 H62.88 307 372463 Eifiz 15877 §iangeEa] | 587 80859 08,507,365 BITRALASL . §737ERES
584.094.13 584,917 50 $135,118.18 £09.433.52 $75,000.00 558,842.5 5160099 £88,000.501




Exhibit K: Cheiron Retired 415 Test
Resulls -- SDCERS Retired 415 Test

Resulis

GIVEM

GivEN e »
- GIVEM it 1Br1RAY FURGANE o AHENTE HEOBHG L TiiErads
TBIEN M M b A A
Tt &0 8 e R 8T
Calculated 86 66 ] BE 48

GIVEN eeridgiaeal AR VEMEEEL 3 ma

GIVEN ol ETAR 4487 o aliaad

VEG YES i h) CHEY b
SEET i smET
Tk ST ey
Y FIRBEL. AR
[i]

Cathiled CaE

. 3 i
GIGER CgyramRgel gy . Srageas o Tgesah ; L Ry5A1AEg
Soliariat e ot e “yTREA D £97 50630
107 473 86 $100,885 88 380 558 56 §75 782,48 104 BVG.50 $112,079,72
; i Blacis £ 3 TLE TN Bt o) =N e
. DEOF Snnuily Op site Exieckeneyl 040 Moothel L B oneetimay Srndfetining L
o b Ay Bffachve Dats Hipoon AT HNG HAIE]
% R CEERE gol - gy
i DROP Melivoman Date . RE kI #1209
czl DROB Soe 130807880 £80401L03
AAL DROP i . GIVEN EARTAGEY L o TARSENEY L SRl 0
alance =7+ AA $370,915.50 £404,206.00 - - IBRE02374
et |- Calodlated $31,785.98] §41,198.84 .. seplgdds 50,08
- GIVEN N YES. e A ES . b
GIVEH CsmEal . SPERELSE 0 o gEpelt StEnatipsl G
-G _oERAml o mmbe 7 A LR 1 EEAL span]
4 40 §FE.241.39 L toan $1H0,011.87 - §0.00 C39ES1IT L - 4000
O] SEGIBEAY L apan : 50,00 sg80] §i5.40
VES YEE YES YES ' .
phos| O uay L bann .40 T e
S0.50 0 Gt 403,690) 5,501 50,50
A A o thpo b §4.438.50 &7 3600
54,049,18

&1 8728 [ANFLRT: LU ERR0.36 L6935 7h

$BR, TN 4E
368,000.00

5145013890 A5, 1780
3930,600,00

$158 744 71

CgmrEAu ol - g el il
| §89,18D gt 5420, 000,60




Exhibit K: Cheiron Retired 415 Test
Resulis -- SDCERS Retired 415 Test
Resuits

| 538 i 58
Lpes Y

2 pis a0 31
; ol 0.9 0.28

GIVEN

BIVEN * B : S .
SVER A BREdL o Sheriean PovRTI s
N DI S EE IR e
it e BT BT
cSecNRA Calciated | - 86 [ &E _ - o
te of Retireinerit GIVEN o) y b IRy BeERmaas] 473 iienag plekb
tel Servioe, GhVEN SARAEL by ; sgnn ;
Plan (0 v g 5
GIVEN
GIVEN
GIVEN
ahven

GRER
Cattulatag e .
GIER : _ - CndiibeRmn o ocmtradagel 0 S9EETA)
GIVEN L BARER AR T L gd e SRkl P e CLENENAEANE ddndadbant o lgskyean
BRES $r9, 550,74 ¢ $45,828,00 Sz, P43, 75 353,864, 79 #1088, 848 16 13118l grmamaasl
DR Annul : 1 vy s i S
nan DROE At L Easeibiney 140 Manis :
Yo ANy B Ligager L Gy
i e < gral 1 20 1 Tl 1 ' 44 x
v DO Redier e A o WA e -
24 TR Cont s b R ShEEIAL . Lo
Asl  BROP : TR X : $a7108n aptTAsaay T
; DROP Balangs =ZEpA £240 RI0TT . Eifa gtensl | 86T omd Ay
Galcolates ... Siueangn £3E 125,53 &0 a0 £12.213.100 .. $EUDULEY =40 58,60
GENT YES SVEE B N0 :
} ErnasnEe S E3Y SR gy
: : B CoosdpEl ananygl _
288, 47022 573, 360.55 $12,560.8% %25, 487.79 Capn el

§3881.30 68,744, 54. Ca3 A ss $5.00 358
i i,80%, 0% L Emmg
2 air; © 4nan Cgna fan] o
Calculated . §4 857 75 2 ) Cahon SR801TE
Cajculated s¥inEn £1,118.88] o REmRT e Lot 7 £540 o
TR+ af ¢ . : . SRR
AL+ AM . A $76.044.23 $75,550.35 545,550 54 $191 378340 67864 75 S1E3 2A 0T
Eldated 74,08 srsagoenl  osmezavet) . E5, 84747 Yizeseage o Witandonol . Btasoanon

= AQ7 AP

088 | - opesl L]




Exhibit K: Cheiron Retired 415 Test
Results -- SDCERS Retired 415 Test

Results .
o 37 b 3 a 4 42 &4 - 45
=AOIAE. 048 0.95 s 795 1.8% “o.49 n.67 i 6,92 !
GWEN. ] oo o) i |
BIVEN: B
GIVEN. . S
GIVEN Tiiten BRI R “Hianess
GIVEN e Pl o . :
Caliitated 55 i 55 59
Calculated 66 66 o 8B 66
SiER T ERE CATANNALL LA - BIVIERRG G ErAD0T, sgrEine
: : ; 24

3183

AN

15%';"}{’: & i

A SRRV ssuRv
56 e
L sanEEsl
Calculated 3 : e
GIVEN 4§83 S1847.0s DRSS T AgLAY
GIVEN : LRamasrsl O gelugs g E g s8 g o
“R+5 $82,418.24]  358,075.78) 52 $85,858.12 $81,513.72 '
GIVEN 530y “ - LR ; Bia R
/ i GIVEN i 1L=fet Exfwc
W s%n%mi%v ‘Eiﬁet:‘ifv& Pale GIWEN | Ll : e SRR
A ey ER! | Calniated A4 i 11 i
v [ GROP Retrement Date SHUER : aagem B e $i3Bl004
z DROE !:’:nsm ' GIVEN gi7a e asl CUSTAAAERTL. iﬁié%ié?%
Ak DPCE Given LT N 51
ROR mm : w4 AR $153,523.72 CER TS
' w}ffiu? Axmm!\; Fay Cabiulsing Snpd g §ig. B a8 .00 %8 B8
GWEN vES, . I T CHES vEE
GIVEN BERATTEE AR RN LR $8137R84
A ot T LT D
= A+ AT ,.,68 577 12 sm: 84447 soin2sl | amiarasy %
Calculated szs e £4, 15087 fiageaiil Tdnpal Cosmperl T Bedabey
ER YRS \ s iz | yEE.
“.e0v S e N 1 808,
081 5.0 L sngs py
oiaind 5068 44, ﬂsu? 36.290.48| $aanzal 30490
Calculated 419 S£5%.40 3404010 Se4REH0
=T vAl 4 A+ ’ 4
AL+ Al . AH 377 851,87 38307298 148842 18 so7 460 58] ¥hs a7aRb0 5148, %f 44
Cs BT T i 312256755 - BeEa 0ERED ETE A0 Lren ehpanl
= AD 1 AP o DBB L i 7 pesl 0.93 0.88 9.02 .




Exhibit K: Cheiron Retired 415 Test
Results -- SDCERS Retired 415 Test

Resulfs
o 101EsY
63 L85 S N
65 68 L T 66 .
ssney 1Bz0nsE ahyrmaal S/ 242005
sl
s F i g
g mansal SEHTRLE o Cesmyanmel o SraEnge
s Doligion » 359830 L 24500:781
el T 18 | s7agazs) wri00a8h] . ssussesd o sseoaie §Th 382,40 :
DFOF Anmity B + g MO YRR ‘ i e TEE
DROE Annuty Opt ' Orndtaihinie] L Supatianeyl L Ga i s xonmsl
Anrily il S SPERGG] s Pt
i " peymaes = dimgtaien N 4 sl aas 2.5 .. )
TIROP Betiemam Date - Sartsel o mmios] T s eaaale o SIS
RGP Cont SoERandl ay By aRg gl edamarag] e el
DROP 1 ) SR -. sl AttmEnagl L ocsRd o] A
DROP Balanse ) o ' . $28 585 83 Ledd g 0 snad sadesl _ 15,
o seadl T grsssan ) CSETATLAS T uawdeiay ) 56,404 22184 45 50 . 5 50T RA
N YES e g SR YES V i
B e e L gedg] L trTasa e 871 B00 % a3,
soae] gognl o eagel T el T gl e T
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.t . Csbobl o T ghan U Epn 9,00 54075 22 G goaart
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3522498 g B8 945,28 sapnl o i 44 38,57
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=T Y AR Y _ ] o e : _
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Exhibit K: Cheiron Retired 415 Test
Results -~ SDCERS Retired 415 Test

Results
55 58 &7 . 58 58 60 %3 52 63
= A0} AP 0.85 : 0.4 0.84 0.84 0.84 a43 457 5.82 0.81
i =2 242 . _ L
GIVEN
GIVEN o
GIVEN s CRSUINARARL . dwpedel
GIVEN M- 1 M B Bl ST ¢
Caleulated 59 58 vy Y ;Y % .
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- GIVEN
GIVEN
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GIVEN Ry ! :
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=R+3 $53,310.48 59, Fa.43 551 243 00 £86 84443 £46,520.48 - $34,757.38] ... 5§37 D555
GIVEN TEE: G B He S ) MO HO
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Exhibit IK: Cheiron Retired 415 Test
Results -~ SDCERS Retired 415 Test
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Exhibit L
SAN DIEGO CITY EMPLOYEES RETEREMENTSYSTEM

AUTHORIZATION FOR PRE-TAX BI-WEEKLY PAYROLL DEDUCTIONS
FOR PURCHASE OF SERVICE CREDITS

Member name:

SS8N:

Type of Purchase: 5 YEAR (1.10365 YEARS)

Please initial next to each statement;

| hereby authorize the City of San Diego to deduct $303.70 bi-weekly for
71 pay periods, by pre-tax payroll deduction for transfer to the San Diego
Employees’ Retirement System, This amount is in addition to my regular
bi-weekly retirement contribution and is for the purpose of purchasing
additional creditable service in the Retirement System.

I understand that this pre-tax deduction cannot be changed or altered and
must be completed as agreed under the terms of the pay plan until the
balance, including interest is paid in full.

 understand that | must adhere fo the terms of this contract and that ! cannot
paycff the balance early in order to enter DROP.

in accordance with provisions of Retirement Board Rule 10.50 {a)}, if you are unable {o
complete the purchase due to death or disability retirement, you or your beneficiary may
either pay off the remaining balance on the contract, if allowed by the IRS regulations, or
receive a refund of the amount paid o date, net of any credit received for employese
contribution rate roll backs.

Signature Date

SSN

LALIZAPSCPRE-TAX AUTH






SAN DIEGO CITY EMPLOYEES RETIREMENT SYSTEM
STAFF REPORT
FINANCE AND ADMINISTRATION DIVISION

DATE:  February 7, 2007
TO:  Board of Administration 4
FROM: Bob Wilson, Chief Financiai Ofﬁcez'g’e“w

SUBJECT:  Fiscal Year 2008 Preservation of Benefit Plan Funding

Recommendation

Reguest the City of San Diego-to fund its Preservation of Benefits Plan in the amount of $638,962 for
its projected payments during calendar year 2007 for benefits due to its plan retirees that exceed IRC
Code Section 415(b) limits.

- Background

In August 2008, ice Miller, tax counsel for SDCERS, submitted a report to the Internal Revenug
Service under the Voluntary Compliance Program (VCP} covering Internal Revenue Code Section
415(b) compliance. This section establishes maximum allowable annual benefits that can be paid
from a qualified 401{a) trust. :

During the fali of 2006, SDCERS staff worked with Cheiron and Linea Solutions and developed
comprehensive tests of the retired SDCERS members to identify these members whe will receive
plan benefits that exceed the IRS 415(b) limit. Allowable plan benefits that exceed the limits must
be paid from IRC 415{m) plan. San Diego Municipal Code Chapter 2, Article 4, Division 15
establishes authority for the 415(m) plan, known as the "Preservation of Benefits” (POB) Plan.

Under the VCP filing with the IRS, SDCERS is establishing the administrative practices to pay
benefits from the POB plans for our plan sponsors. Benefits will typically be payabie in the second
half of each calendar year for the amount of the excess benefits due o retirees.

As of February 7, 2007, a total of 18 retirees from the City of San Diego are projected to receive
excess benefits totaling $439,962 payable through December 31, 2007. New active members who
file for retirement and begin receiving benefit payments during 2007 could also exceed their limits.
{New retirees commencing January 1, 2007 are tested immediately upon filing for refirement
benefits.} Staff believes it is prudent to request the City of San Diego to plan for funding an
additional $200,000, for a total of $638,862 in POB funding in its fiscal year 2008 budget for
membars who may refire during 2007.

The San Diego Unified Port District and the San Diego Regional Airport Authority have no tested
plan failures.

Staff has met with the chief fiscal staff of each of the three plan sponsors fo inform them on the POB
plans and funding arrangements for their fiscal year 2008 budget planning. The POB plan
anticipates that plan sponsors wili fund their annual requirement in advance of the projected time in
which payments will begin.
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policies, procedures, and internal controls regarding 1) its financial and other disclosures, i} the hiring of internal personnel and
external experts for disclosure funcfions, and i) the implementation of active and ongoing fraining programs to educate
appropriate City employees regarding compliance with disclosure obligations, and to provide conclusions and recommendations
with respect to these matters.

Additionally, the Independent Consuitant's Report recognizes the complexity of the City's issues and includes numerous actions
that are planned to be addressed in the future, inciuding:

¢ Ongoing analysis and observaiion by the Independent Consultant of the City's disclosure process, inciuding
participation in future offering disclosure processes,

« Implementation of a new Enterprise Resource Planning {ERP) system,

s Ongoing training for the City Council, City Officials, and City empioyees, and

»  Hiring a qualified internal auditor to provide reliability of the City's indernal control structure.

The Independent Consultant chserved that the City had made progress with its remediation efforts, but that there is much lsft to
be done that will require an intensive and subsiandial effort.

On July 23, 2007, the SEC issued a letter to the City and to the Independent Consultant recognizing the recommendations
outlined in the independent Consultant’s Report and indicating its understanding that subsequent reports from the Independent
Consuttant would provide more compiete, specific, and concrete recommendations with specific deadlines. The SEC also
requested a response from the City in regards to the recommendations outlined in the Independeni Consultant's Report,
including an estimated timeframe for impiementation of the recommendations.

On September 25, 2007 the City responded to the SEC, this response was approved by the Council Resolution Ne. 303021
This response to the SEC is summarized as follows:

o The CFO, along with representatives of the Audit Committee and the Independent Budget Analyst, interviewed
candidates for the Infernal Auditor. The candidate selected began work on October 22, 2007, The Charter Review
Committee is also looking into 2 Charter change which would separate the internal audit function from the comptroller
-and management duties. This revision will need to be approved by a vote of the public.

»  The City has esteblished an Audit Committee comprised of 3 Council members and an ad hoc committee of 3 outside
advisors who bring extensive technical expertise io the Commiitee. The ad hoc committes began serving September
10, 2007. The Charter Review Committes is also looking into a Charter change which would formally establish the
gomposition of the Audit Committee. This revision will need to be approved by a vote of the pubiic,

s The City has selected a scoftware vendor for an enterprise resource system. The current scheduie calls for the
implementation of a new core system by October 2008, followed by the implementation of the human resource/payroll
system by January 2009, '

s The CFO position was established in calendar year 2006 and all financial related activities and responsibilities of the
City fall under this position.

+ The City is carefully evaluating the independent Consultant's recommendation to consider moving loward a shelfHike
disclosure system. The City has made many improvements to infernal controls regarding the release of financial
information to the public capital markets (e.g. creation of the DPWG, CFQ, and Audit Committee). Accordingly, any
shelf-like registration would take into consideration procedures currently in place which were designed to ensure that
the City would not make misleading statements or omissions to the market place in the future.

Financial Information

Pension Bensfits

In fiscal year 1827, the Cily established the San Diego City Employees’ Retirement System (*SDCERS"), a public employee
retirement system. The pension plan ("Plan”) is a defined benefit plan and is administered by the SOCERS’ Board fo provide
retirement, <isability, death, and survivor benefits for its members. The SDCERS Board contracts with an actuary to perform an
annual aciuarial valuation based on the assumpfions adopted by the SDCERS Board. A new actuarial firm, Cheiron Inc., was
hired by the SDCERS beard to perform the 2005 and 2006 actuarial reports,
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The actuanial valuations performed by Cheiron for the fiscal years ended June 30, 2006 and June 30, 2005 reported as follows:

San Diego City Employees' Retirement System {City of San Diego)

Fiscal Year Ended

June 30, 2006 June 30, 2005 % Change
Membership
Total Members {active, disabled, beneficiaries and retired) : 17,647 17,429 1.3%
Assets and Liabilities
Total Actuarial Liabifity $ 4962699455 § 4377092948 13.8%
Market Value of Asseis 3,981,831,604 3,205,721,975 24.2%
Aciuarial Value of Assets 3,961,831,694 2,983,07¢,852 33.5%
Unfunded Actuarial Liabiity $  1,000,787,761 $  1,394,013,096 (28.2%)
Fuading Ratic 79.9% 68.2% 11.7%

lt is common practice to base consecutive actuarial valuations on consistent pre-defined parameters; however, occasional
methodology changes are required to reflect prevailing practices within the industry. The actuarial methodalogy changes with
the most significant impact to the unfunded actuariat liability betwsen fiscal years 2005 and 2006 are related to the inclusion of
ceriain ‘contingent” liabliities in the valuation and a change in the assst smoothing method, both of which are discussed in detail
below.

The actuarial vailation information presented above for the fiscal year ended June 30, 2005 is based upon historical
assumptions in regards fo some benefits being viewed as contingent in nature, and therefors, does not include information on
liabilities pertaining to the Corbett Settlement or the 13% Check, both of which were included as liabilifies in the fiscal year 2066
valuation. Additionally, SDCERS has established reserves cf assets in an amount approximately equivatent to the related
fiahility for the following items: Supplemental Cost of Living Adjustment, Employee Contribution Rate Increase Liability, and the
Deferred Retirement Option Plan Liability. The assets placed in these reserves, as well as the corresponding liability, have aiso
been excluded from the fiscal year 2005 actuarial valuation.

For the benefit of the reader, the following table presents the balances of all fiabilities excluded from the actuarial valuation for
the fiscal year ended June 30, 2005:
SDCERS Other Liabilities

Corbett Settiement $ 58923978
13th Check 56,686,313
Supplemental Cost of Living Adjustment * 17,839,967
Employee Contribution Rate Increase Liability * 8,905,418
Deferred Refirement Option Plan Liahiity © 227,223,791
Total Cther Ligbilifies $ 369,579,467

* SDCERS has established reserves of assets approximately equivaient to related fiability.

A detailed explanation of the liabifities and their related assets can be found in the actuarial valuations for fiscal year 2005 and
fiscal year 2006 which can be obtained at the SDCERS main office located at 401 West A Street, Suite 400, San Diego, CA
82101.

For the purposes of calculating the City's net pension obiigation (NPQ), calculated amounts include the effects from the Corbeit
seftlement liability and the employes contribution rate increase liability due to the City's position that these liabilities are non-
confingent in nature. As such, the following schedule shows the Cify's view of ifs revised unfunded actuarial liabfiity as of June
30, 2005 and presents a comparison to the fiscal year 2006 valuation. The employee confribution rate increase fiability and its
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corresponding asset reserve are not included in the revised calculation as of June 30, 2005 due to its immaterial effect on the
unfunded actuarial fiability. Additionally, the City views the liabilities related to the 13% check as contingent in nature, and
therefore, excluded them from the revised calculation of the City's unfunded actuarial liahility.

Calculation of City's Unfunded Actuarial Liabiity

Fiscal Year Ended

(revised)™
June 30, 2008 6/30/2005 % Change
Actuarial Liability {Cheiren®) $ 4,982,699 455 $ 4,377,062,948
Corbett Setflement {Cheiron*) nfa* 58,923,978
Total Actuarial Liability 4,982,699 455 4,436,016,926 12.3%
Actuarial Value of Assets (Chelron®) 3,981,031 694 2,983,079,852 33.5%
Unfunded Actuarial Liability** 3 1,000,767,761 $ 1,452,937,074 {31.1%)
Funding Ratio 79.9% 67.2% 12.7%

¥ SDCERS Actuary

*  Liabilities related to the Corbett Settlement and the 13th Check are included in actuarial liabilities in fiscal year 2006.

== Ag discussed in the narrative, the City believes the liability related to the Corbett Settlement should be included in total
actuarial liabiiities.

=+ Linfunded Actuarial Liability has been calculated in accordance with the projected unit credit (PUC) method, see table on
page 21 for comparison to entry age normal (EAN) method.

As a result of the approval of revised assumptions and methodologies on October 20, 2006 by the SDCERS Board of
Administration, the actuariai valuation for the fiscal year ended June 30, 2008 includes the liabfiies resulting from the Corbett
Settlement and the 13% Check as well as both the asset reserves and the corresponding liabilities related o the Deferred
Retirement Option Pian and the Supplemental Cost of Living Adjusiment. The recognition of these previously excluded liabilities
increased actuarial liabilifies in the valuation dated June 30, 2008 by approximately $113 million over amounts reported in fiscal
year 2005.

As previously stated, the City views the exclusion of the Corbett Liability from the Actuarial Liability as inappropriate and
therefore has already restated its Net Pension Cbligation and amended its required supplementary schedules accordingly. The
City views the SDCERS Board of Administration’s decision regarding the 13 Check liability as a change in accounting estimate
and therefore will account for it prospectively beginning with its fiscal year 2007 financial statements. This treatment reflacts City
management's policy of valuing and reporting pension liabilities using the actuarial valuation from the fiscal year ending one year
prior to the date of its financial statements. Addifionally, fotal actuarial assels, total actuarial liabilities, and the funding ratio
increased in fiscal year 2006 partially due to the inclusion of the asset reserves and liabilities relafed to the Deferred Retirement
Optien Plan and the Supplemental Cost of Living Adjustment.

In addition to the inclusion of the aforementioned assets and liabiliies in the June 30, 2006 valuation, the SDCERS Board of
Administration voted {6 move from a *book vaiue based’ asset smoothing method to the "expected asset value” smoothing
method. The expected asset value smoothing method is based on asset market value and is a more commonly used practice in
aciuarial valuations because it is a more effective technique to dampen the volatility in asset values that can occur due to
fluctuations in market conditions. A part of this change was to set the actuarial value of assets equal fo the markst value of
assets as of June 30, 2006. This action increased the actuarial value of assets from the amounts reported in the fiscal year 2005
valuation by approximately $184 millior. SDCERS also changed the manner in which assets are apportioned beiween plan
sponsors, which also resulted in increasing the actuarial value of assets in the City's plan. The following schedule shows the
effect of the specific components of the total change of the Unfunded Actuarial Liability between fiscal years 2005 and 2006:
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SDCERS - City of San Diego
Source of Changes in Unfunded Actuarial Liability

{In Mittions} .
Experience "
1. UAL change due to investment experience $  (158.9)
2. UAL change due to purchased service credit 1.2
3. UAL change due to overall liability gain (47.5)
Contributions
4. UAL change due to contributions in excess of expected (105.8)
Actuarial
5. UAL change due to marking the smoothing method to market value {183.8)
8. UAL change due to refiection of "contingent" liabilities 112.7
7. UAL change due to DROPF and suppiemental COLA -
8. UAL change due to removal of liabilities in excess of IRC § 415 limits (22.8)
9. UAL change due to removal of fuiure disability benefits 9.9
Total
10, Total net overall experience: sum 1 through 9 (414.5)
11, Expected change in UAL 21.4
12. Total change in UAL; 10 + 11 §  (393.2)

The benefits awarded to some plan parficipants exceed the amount permitted for internai Revenue Code (IRC) 401{a) pensicn
plans such as SDCERS. in March 2001, the San Diego City Council established a Preservafion of Benefit Plan fo pay for
benefits in excess of those allewed under the 401{a) plan. The Preservation of Benefit Plan is a qualified governmental excess
benefit arrangement (QEBA) under IRC § 415{m}, which is a vehicle created by Congress to affow the payment of promised
pension benefits that exceed the IRC § 415(b} limits (and therefore cannot be paid from & qualified retirement pian). The
Preservation of Benefit Plan is administered by the SDCERS Board separately from the City's 401(a) pension plan. On February
16, 2007, the SDCERS Board adopted the Preservation of Benefit Plan and Trust to carry out the infent of SDMC § 24.1601 et
seq.

As background, IRC § 415(b) imposes dollar limits on the benefits payable fom a qualified pension plan that receive favorable
tax freatment. The dollar imit is $175,000 for calendar year 2006; howaver, this limit is adjusted based upon the payee’s age at
refirement, and the benefit tested is adjusted by a number of factors.

The Preservation of Benefit Plan is unfunded within the meaning of the federal {ax laws. Under the Internal Revenue Code the
City may not pre-fund the Preservation of Benefit Plan fo cover future liabilittes beyond the current year, as with the 401(a) plan,
Each year, SDCERS will determine the amount necessary to fund any pension benefits payabie during the catendar year in
excess of IRC § 415(b}. This amount will include the projected amouni of alt excess pensian benefits payable for the calendar
year io existing and projected payees, as well as the projected cost of administering the Preservation of Benefit Plan. SDCERS
will provide this information {o the City and the Cify will fund this amount on an annuat bass.

Any amounts remaining in the Preservation of Benefit Pian at the end of a calendar year will be carried forward to pay benefits
and administration costs in the following year. As a result, the fiability related to excess benefits for eligible active members of
the system, amounting to approximately $22.8 million, has been excluded from the actuarial valuation of the 401(a} retirement
plan beginning in fiscal year 2006 {as shown in the table above). The estimated liabilities for retired members of the Preservation
of Benefit Plan have net yet been provided fo the City by SDCERS as a separate amount distinct from the City's core 401(a)
pension plan. Accordingly, they are reflected in the actuarial liabilifies of the 401(a) plan in the actuarial valuation dated June 30,
2006.

in fiscal year 2005, activities related to the Preservation of Benefit Plan for both refired and active members are included in the
actuariai liabilities presented in the Required Supplementary Information {RS!) for the City's core pension plan and are valued
using the same set of assumptions. in a review of the financiat statements of other local governments, the City has noted
significant diversity of practice in how governments are accounting for QEBAs. As such, the City is in the process of
implementing a plan to account for the QEBA with SDCERS.
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Certain other methodology changes were implemented for the June 30, 2006 valuation, which are discussed in detail in the
valuation report,  Additional information on the City's net pension obligation, annually required contributien, and the Corbett
liability is discussed in Note 12 of the nates 1o the financial statemants confained in the financial section of the CAFR and in the
Required Supplementary information section of the report.

On November 2, 2004, the pubiic approved an amendment to Article 8, Sections 143 and 144 of the City's Charter regarding the
refirament systems actuarial assumptions and the governance structure of SDCERS. Notable changes inciude:

o Effective fiscal year 2008, Unfunded Actuarially Accrued Liability shall be amortized using a 15 year assumption; for
the 2006 actuarial valuation, Unfunded Actuanal Accrued Liabiliies were amortized over 27 years reflecting the
resefting of the amortization period pursuant o the settlement of the Gleason v. City of San Diego lawsuit. {The effects
of this fawsuit on the pension system are disclosed in Note 12}.

« Effective fiscal year 2009, new refirement benefits shall be amortized using a schedule no longer than 5 years.
Effective April 2005 the composition of the SDCERS Board was changed fo the following:

o 7 members appointed by the Mayor, who are not associated with the City or-Retirement system as
empioyees, union members or beneficiaries,

1 member who is an active empioyee in the police safety group, elected by the members of that group,

1 member who is an active employee in the fire safety group, slected by the members of that group,

2 members who are active employees in the general member group, elected by members of that group,

1 member who is a retired member of the system and is elected by the retired members of the system, and

1 member who is a Cify management employes and setves at the pleasure of the Mayor. This member must

be the Chief Operating Officer, City Treasurer, Deputy or Assistant Chief Operating Officer or a similar

position that reports to the Chief Operafing Officer or Mayor. As of the issuance of this report, the Deputy

Chief of the Office of Ethics and Integrity is assuming the responsibility of this posifion.

C QO 0 00

A review of the aforementioned charter revisions conceming SDCERS is currently underway. This includes examining the
legalily of changes to the City's amortization assumption made by way of revisions to the City Charter. California State Attorney
General Opinion 04-710 concludes that a city charter cannot mandate a specified amortization schedule for retirement benefifs
or accumulated acfuarial gains and iosses. Furthermore, a recent iegal ruling by the California Superior Court concluded that
SDCERS Board has “plenary authority” over the retirement system in its administrative capacity. In March 2007, the SDCERS
Board adopted a 20 year amoriization assumption. The SDCERS Board has not indicated whether it wil change io a 15 vear
amortization assumption for the purpose of determining the City's fiscal year 2009 Annually Required Contribution. The San
Diege City Attorney's Office has opined that the voter's amendment to the Charter to estabish a 15-year amortization
requirement for accumulated actuarial losses simply establishes an upper boundary for the amortization of pension debt, and
does not usurp or unduly interfere with the SDCERS Board's pienary authority and fiduciary responsibility in violation of the
California constitution, and as a result, the 15 year amortization period is binding. Given the size of the City's current Unfunded
Actuarially Accrued Liabifity, a change io a 15-year amorlization schedule will have a significant impact on future annually
required condributions. In relation to the implementation of a 15-year amortization, SDCERS issued a report titled “Summary and
Answers fo Frequently-Asked Questions about the June 3G, 2006 Actuarial Valuation for the City of San Diego.” This document
stated that if a 15-year amortization of the unfunded actuarial liability was implemented, the City's Annual Reguired Coniribution
for fiscal year 2008 would increase by $29.1 million over the requested contribution of $137.7 millicn. Thus, a 15-year
amortization pericd would result in an Annual Required Condribution of $166.8 million, Comparatively, the City's fiscal year 2008
budget includes appropriations for a contribution of $165 mitlion to SDCERS.

The City notes that Governmental Accaunting Standards expressly stale that “a plan and its employers should apply the same
actuarial methods and assumptions in determining similar or related information included in their respeciive financial reporis.”
However, the GASB does not assign responsibility for determining actuarial assumptions to either the plan administrator or the
plan sponsor. As such, the City and SDCERS will need to reach a consensus regarding the actuarial assumptions ic be used for
the fiscal year 2007 actuariat valuation in advance of its performance.

Following the most widely used actuariai cost method approved in Statement No. 25 of the Governmental Accounting Standards
Board, as weil as a recommendation from Cheiron, SDCERS Board of Administration voted to use the entry age normal (EAN}
actuarial cost method to calcuiate future actuarial liabilities beginning with the fiscal year 2007 valuation. Historically, the
actuarial valuations performed for SDCERS have calculated actuarial liabilities in accordance with the projected unit credit (PUC)
method. This change of methodology wilt negatively impact the unfunded actuarial liability reported in the actuarial valuation for
the fiscal year ended June 30, 2007. A comparison of the two valuation methods for the fiscal year ended June 30, 2006 was
included in the June 30, 2008 actuarial valuation and is provided on the faliowing page for informational purposes only.
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Unfunded Actuarial Liahilily
Prejected Unit Credit (FUC) vs. Enfry Age Normal (EAN)
For the Fiscal Year Ended June 30, 2006

PUC EAN % Change
Actuarial Value of Liabilty (Cheiron®)  § 4,882,699 455 $ 5191,061,336 4,2%
Actuarial Value of Assets (Cheiron®) 3,981,831,684 3,081,831,694 0.0%
Unfunded Actuarial Liabliity 1,000,767,761 1,210,029,842 20.9%
Funding Rafio 79.9% 76.7% (3.2%)

*SDCERS Aclary

On November 7, 2006, the public approved an amendment to Article 9, § 143 of the City’s Charter, requiring voter approval of
cerfain increases in retirement system benefits for public employees. Specifically, this amendment requires voter approval of
any ordinance that amends the City's retirement system by increasing the benefits of any employee. However, increases in
retirement benefits due o cost of living adjustments do not require voter approval.

Cn August 3, 2007, the General Counsel of SDCERS issued a fetter to the City staling their opinion in regards to the effective
date of the fiscal year 2005 agreements between the City and the labor unions. As part of the agreements, several benefils were
altered or eliminated for employees hired on or after July 1, 2005, including the Deferred Retirement Option Plan (DROP), the
13th Check, and the option to purchase years of service credits {“air-ime”). According to their fiduciary counsel, “SDCERS is
obligated to administer benefits in accordance with its plan documents.” However, the City did not enact such ordinances untl
January 17, 2007, which took effect on February 16, 2007. Therefore, the General Counsel of SDCERS and their outside
counsel opine that the effective date of the agreements with the labor unions is February 16, 2007, the date that the benefit
changes were codified into the plan document. On October 8, 2007, the City filed a petition for declaratory relief to determine the
effective date of retirement benefit changes for employees hired between July 1, 2005 and February 16, 2007.

On September 21, 2007 the President of the SDCERS Board of Administration issued a press release stating that, under the
direction of the Board of Administration, SDCERS' staff, actuary, and jegal counsel, he had reviewed the SDCERS purchase of
service credit program, and that his review concluded the following:

s  With respect to SDCERS' service credit pricing structure that was in place prior to November 2003, Cheiron, SDCERS
actuary, has determined that the full cost was not reflected in the price then charged to SDCERS members.

« This pricing shortfall, which fotals approximately $146 million, has been included in the System’s Unfunded Actuarial
Liability since the inception of the service credit program.

+  With respect to the SDCERS’ service credit pricing in place since November 2003, Cheiron advised SDCERS that
structure covers the full projected cost fo the System when members purchased the service credits.

The pricing shartfall of approximately $146 million, which is included in the System’s Unfunded Actuariai Liability, is reported in
the RSl of these financial statements.

Additional information regarding the City's pension trust fund, including the City's NPO, can be found in Note 12 of the notes to
the financial statements.

Other Post Employment Benefits

Retiree Health

The City provides certain healthcare insurance benefits to a variety of retired employees, as provided for in SDMC Sections
24.1201 through 24.1204 {the “Plan”), Currently, the benefits are primarily for employees who were actively empioyed on or after
October 5, 1980 and were otherwise entitled to retirement aliowances. Employees who retired or terminated prior to October 6,
1980, who were eligible for refirement allowances prior to that date, are also eligible for healthcare benefits, imited to a total of
$1,200 per year. Addifionally, empioyees who ware hired on or after July 1, 2605 and become eligible for refirement alfowances
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GENERAL MEMBER RETIREMENT CALCULATION FACTORS

Unmodified Factors Unmodified Factors Unmodified Factors
Retirement Age Effective 6/30/00 Effective 7/1/00 {Corbeti Effective 711702
{Old Factors) Factors) (New Factors)
55 2.00% 2.25% 2.50%
56 2.00% 2.25% 2.50%
57 2.00% 2.25% 2.50%
58 2.80% 2.25% 2.50%
58 2.08% 2.25% 2.50%
80 2.16% 2.30% 2.55%
81 2.24% 2.35% 2.80%
62 2.31% 2.40% 2.85%
63 2.39% 2.45% 2.70%
64 247% 2.50% 2.75%
65 and older 2.55% 2.55% 2.80%

SAFETY MEMBER RETIREMENT CALCULATION FACTORS
Unmodified Factor*

_ Effective 1/31/97 - 6/30/00 Unmodified Factor*
Retirement Age Lifeguard Police & Fire Effective 7/01/00
50 2.2C% 2.50% 3.00%
51 2.32% 2.60% 3.00%
52 244% 2.70% 3.00%
53 2.57% 2.80% 3.00%
54 2.72% 2.90% 3.00%
55 2.77% 2.99% 3.00% -

*Unmodified Factor utilized to caiculate the maximum service retirement allowance.

Additicrally, on March 19, 2001, the City Councit adopted Ordinance O-18930, adding SDMC sections 24.1601
through 24,1608, establishing the Preservation of Benefit Plan {POB Plan). The POB Plan is a qualified
governmental excess benefit arangement (QEBA) under Internal Revenue Code (IRC) section 415{m}, which
was created by Congress to allow the payment of promised penston benefits that exceed the IRC section 415(b)
limits (and therefore cannot be paid from a qualified refirement plan). The POB Plan is administered by the
SDCERS Board as a separate trust from the City's pension plan. On Febreary 16, 2007, the SDCERS Board
adopted the Preservation of Benefit Plan and Trust to carry out the intent of SDMC section 24.1601 et seq. As
provided, in SDMC secticn 24,1606, and required by federal tax law, the POB Plan is unfunded within the
meaning of the federal tax faws. The City may not pre-fund the POB Plan to cover future liabiliies beyond the
current year as it can with an [RC section 461(a} pension pian, and is therefore in the process of establishing &
mechanism to pay for these benefits on a pay-as-you-go basis. Currently, acfivifies related to the POB Plan are
included in the RSI for the City's pension pian using actuarial assumptions consistent with {hose used to perform
actuarial valuations for the City's core pension plan,

On November 7, 2006, the citizens approved an amendment to Articie 9, Section 143 of the City's Charter,
requiring voter approval of certain increases in retirement system benefits for public employees. Specifically, this
amendment requires a majority approval of any ordinance that amends the City's retirement system by increasing
the benefits of any employee. However, increases in retirement benefits due to cost of living adjustments do not
require voter approva, '
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Additional details of refirement benefits can be obtained from SDCERS. SDCERS is considered part of the City of
San Diego's financial reporting enfify and is reported as a pension trust fund. SDCERS issues stand-alone
financial statements which are available at its office located at 401 West A Street, Suite 400, San Disgo, Califernia
92101.

b. Summary of Significant Accounting Policies — Pension

Basis of Accounfing - The pension trust fund uses the economic resources measuremeant focus and the accrual
basis of accounting, Coniributions are recognized as additions in the period in which the contributions are due and
a formal commiiment to provide the coniributions has been made. Benefits and refunds are recognized when due
and payable in accordance with the Plan.

Method Used te Vailue Investments - SDCERS investments are stated at fair value. The SDCERS custodial agent
provides market values of invested assets with the excepiion of the fair value of directly owned real esiate assets
which are provided by the respensible investment manager and independent third party appraisal firms.
Investment income is recognized in accordance with GASB 25 and is stated net of investment management fees
and related expenses.

c. Contributions and Reserves - Disclosure Related fo Long - Term Contracts and Other Agreements

Funding Contracts: MP-1 and MP-2

The City employer coniributions for fiscal years 1996 - 2003 were noi based on the full actuarial rates. Insiead,
employer condributions were less than the full actuarial rates in accordance with an agreement between the City
and SDCERS, commonly referred to as Managars Proposal 1 (MP-1). MP-1 provided that the City would make
annual payments according fo a contractually fixed formuia of slowly increasing percentages of total payroll
instead of annual payments based on the annually required contribution (ARC) rates determined by the actuary.
This agreement was subject fo an actuanially determined funding ratio {"the trigger’) of 82.3%. In the event the
frigger was reached, the City would be required to make a lump sum payment to refurn the system to the funding
ratio of 82.3%. The funding provision established by MP-1 was effective until fiscal year 2007, at which time, the
City's contribution would return fo the full ARC rale delermined hy the actuaty. In the cpinien of Kroli (a
professional consulting firm engaged by the City o act in the capacity of an Audit Commitiee) and the City
Attorney, the funding mechanism of MP-1 was illegal in violation of the City Charter and the State Constitution.

In 2002, & second agreement between the City and SDCERS was ratified; this agreement subsequently became
krnown as Manager's Proposal 2 {MP-2). MP-2 modified MP-1 principaily by allowing the City o avoid a balloon
payment if the trigger was reached. Instead, MP-2 allowed the City to increase its funding until the full ARC was
reached. This provision of MP-2 required that funding be increased over a five year period. In tha opinion of Kroll
and the City Attorney, the funding mechanism of MP-2 was ilegal in violation of the City Charter and the State
Constifution.

The actuarial valuafion as of June 30, 2002, received in January 2003, which applies to contributions made in
fiscal year 2004, siated the funded ratio to be 77.3%, thus the trigger had been breached. As a result, the City
paid the increased contribution rates (which were less than the full actuarial rates) as required by MP-2 in the next
fiscal year {fiscal year ended June 30, 2004). MP-1 and MP -2 are no longer in effect due to the Gleason
settlement (see the section titled “Funding Commitments Related to Legal Settlements” in this Note).

A discussion of funding levels can be found in the Funding Policy and Annual Pension Cost section of this note.
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JERRY SANDERS

[l

October 26, 2007

Honorable Clty Council Members and the Citizens of the
Clyy of San Diego, California

San Diego City Charter § 111 requires the City fo submit an annual report, including a Statement of Net Assets, and requires that
all accounts of the City be audited by an independent auditor. Pursuani to thls requirement, the Comprehensive Annual
Financial Report ("CAFR") of the City of San Diego (“City”) for the fiscal vear ended June 30, 2005, is hereby submitted, The
audit firm of Maclas Gini & O'Connell LLP has issued an unqualified apinion on the City of San Diego’s financial statemants. The
independent auditor's report is focated at the front of the financial section of this report.

The CAFR has been prepared in conformance with the principles and standards far reporting as set forth by the Governmental
Accounting Standards Board (GASB). Responsibiiity for both the accuracy of the data and the completeness and fairess of the
presentation, including all disciosures, rests with the management of the Ciy and its related agencies. Our objective is o
orovide you with reasonable, rather than absolute, assurance that the financial statements are free of any material
misstatemnents. Additionally, the City continues to construct and improve a comprehensive internal control framework in order fo
ensure acceptable management of taxpayer funds.

To the best of our knowledge and belief, the dala as presenied, is accurate in all materigl respects; it is presented in a manner
designed to present fairly the financial posifion and results of operations of the governmental activiies, business-type activities,
the aggregate discretely presented component units, each major fund, and the aggregate remaining funds of the City and its
reiated agencies; and ali disclosures necessary to enable the reader to gain an understanding of the City's, as weli as its rejated
agencies’, financial activities have been included.

The City wishes fo bring to the attention of the reader for careful consideration Notes 12, 13, and 18 fo the Financial Statements,

_which address, among other matters, {1) the cease-and-desist order imposed on the City by the Securiies and Exchange
Commission for violations of the federal securifies laws that ocourred in 2002 and 2003, (2) related investigative reports of Kroll
inc. and the law offices of Willkie, Farr and Gallagher LLP, serving as the audit committee for the City of San Diego (Kroll
Report), Navigant Consulting, Inc. (as it relates to Sar Diego City Employses Refiremsnt System (SDCERS)), and the City
Attorney of the City of San Diego, and (3) the unfunded actuarial accrued liabilities of the City's pension and refire2 health
obligations. These notes, along with the other financial and operational data includad in the City's CAFR, must be read in their
enfirety 1o obtain a compiete understanding of the City's financial position.

A narrative introduction, overview, and analysis of the financial statements can be found in Management's Discussion and
Anaiysis IMDEA} which immediately follows the independent auditer's report, The MD&A complements this letter of transmittal
&nd should be read in conjunction with it.

The CAFR is organized into three sections:

e The introductory section includes information about the orgamza ficnal structure of the City, the City's economy, and
selected ofher financial information.

s  The financial section is prepared in accordance with Governmental Accounting Standards. i includes the MDEA, the
independent auditor's report, the zudited basic financiai statemants, notes to the basic financial statements, required
supplementary information, and supporting statements and schedules.

= The statistical section contains historical statistical data on the City's financial data and debt staiistics, as well as
miscelianeous physical, demographic, economic, and social data of the City,

CHTY BERANIE TEATIN BANLIING, I O STHERT, BAN DR GRS DI e B
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PROFILE OF THE GOVERNMENT

City Profile

The City of San Diego was incorporated in 1850. The City is comprised of 403 square miles and, as of January 1, 2007, the
California Department of Finance estimates the population fo be 1,316,837, The City, with approximately 9,600 full-time
emp oyees, provides & full range of governmental services which include police and fire proteciion, sanitation and health
services, the construcfion and mainfanance of streets and mfrastructure recreational activities and cultural events, and the
maintenance and operation of the water and sewer utilities.

© City of San Diego -

2000 2001 2002, 2003 2004\20%35‘ 2006 2007,

Calendar Year '

Governing Structure
The City operates and is governed by the laws of the Siate of California and ’(S own Charter which was adopted by the electorate

in 1831 and has been subject to periodic amendments since adoption. During the period reported in this report, the City
employed a Council-Manager form of government. Under this form of government, the City Council was comprised of eight
members elected by district to serve overlapping four-year terms. The City Council, which acted as the City's iegisiative and
policy-making bady, appointed the City Manager, who was the City's chief administrator and was responsibie for impiementing
the policies and programs adopted by the City Councll, The Mayor, who presided over the City Council, was elected at large to
serve a four-year term. In addition, the City has an elected City Attornsy who is the chief legal advisor of and attorney for the
City and alf departments. The City Attorney serves a four-year term,

: : ; During the fiscal year ended June 30, 2005 and prior fo the issuance of
City of g;‘;rﬁf ar;;:cuncxt this CAFR, the electorate of the City of San Diego approved the strong-
: mayor form of government on & trial basis which took effect during the
: fiscal year ended June 30, 2006, The charter amendment adopting the
strong-rayor form of govemment is in effect for five years, and pending a
voter approved extension or modification, sunsets on December 31, 2010,
Under the strong-mayor form of government, the Mayor is the Chief
Executive Officer of the City and has direct oversight over ali City functions
and setvices except for the City Councll, Personnel, City Clerk,
Independent Budget Analyst {IBA), anc City Attomey's depariments, The
Office of the Indepandeni Budget Analyst was established by the City
Council to assist the Council in the conduct of budgetary analysis and in
the making of budgetary, financial, and policy decisions. Additionally, the
City Council established 2 Budget and Finance Commifiee {o aid in the
review of the annual budget, capital improvement programs, financial
reporis, faxes, fees, agsessments, and |BA reports.

Under this form of government, the Councll is composed of eight members

-~ and is presided over by the Councli President, who is selected by a
majority vote of the Council. The Mayor presides over Councll in closed
session mestings of the Council. The Councll retains ifs legislafive
authority, however, all council resoiutions, except for appropriations
ordinances, are subject to & velo of the Mayor. The City Council may
override a Mayoral veto with five votes.
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Current Elected Officials
-{as of the issuance of this report)

Méyar Jerry Sanders

District 1
Council Prasident Scott Peters

District &
Counciimember Brian Maienschein

Gistrict 6
Councilmember Donna Frye

District 2
Councilmember Kevin Faulconer

Disfrict 7
Councltmember Jim Madaffer

District 3
Councilmember Toni Atkins

District 4
Coungii President Pro Tem
Tony Young

District 8
Councilmember Ben Hueso

City Attorney
Michasl Aguirre
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City of San Diego Organization Chart
(As of issuance of this report)
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" Financial Reporting Entity
in accordance with Governmental Accounting Standards Board Statement 14, the foliowing compenent units are incorporated
into the accompanying financial stalements;

¢ Centre City Development Corporation (CCDC) - & Convenian Genter Expansion Financing Authority (CCEFA)

o City of San Diego Metropolitan Transit Development Soard e 3an Diego City Employses’ Refirement System (SDCERS)
Authority (MTDB) » Public Facifiies Financing Authority {PFFA)

+ Redevelopment Agency of the City of San Diego (RDA) e San Diego Convention Center Corporation (SDCCC)

« San Diego Data Processing Corperation (SDDPC) ¢ San Diego Faclifies and Equipment Leasing Corporation {SDFELC)

¢ San Diego Housing Commission {SDHC) « San Diego Industrial Development Autherity {SDIDA}

« San Diego Open Space Park Facilities District #1 + Southgastern Economic Development Corporation (SEDC)

s Community Facility and Cther Special Assessment Districts

Additionalty, the City parlicipates in a joint venture operation with & private company to provide for emergency medical and
medical fransportation services, This joint venture is a limited liabifity company named San Diego Medical Services Enterprise.
The financial impact of the joint veniure is displayed in the governmental funds balance shest.

Budgetary Process

Pursuant fo the City Charter, an annual budgst is presented by the Mayor fo the City Councit for adoption.  Set forth in this
budget are the anticipated revenues and expenditures of the general fund, certain special revenue funds, enterprise funds, and
certain debt service funds for the ensuing fiscal year. Additionally, projecttength financial plans are presented to and adopted by
counct for the capital projects funds. The level of budgetary control (the evei at which expenditures cannot legally exceed the
appropriated amount} is maintained at the fund, department, and ohject class level. Object classes are defined as salaries and
hon-parsonnel expenss {including empioyee benefits). Copies of the City's Budgets are avaiiabie at the Financial Management
Office located at 202 C Street, MSBA, San Diego, CA §2101.

The City also maintains an encumbrance accounting system as one technigue of accomplishing budgetary contrel. Encumberad
amounis are reporied ag reservations of fund balancaes since the commitments are expected io be honored in subsequent

pariods,

FACTORS AFFECTING FINANCIAL CORDITION
Economic Factors

Income
In January 2007, the San Diego- Association of Govemments (SANDAG) reported that between 2(}00 ang 2006, the median
heousehold income in the San Diego reglon rose by 33.2%, from 845,826 to $61,043.

Unemployment

The unemployment rate is a crifical indicator of the relative
strength in the local economy. According to the Bureau of
Labor Statistics, the City of San Diege’s unemployment
rate was 4.0% for the calendar year 2008, This reflects a
1.2% decrease from a 10 year high of 5.2% in the calendar
year 2003, a .7% decreass from calendar year 2004, and a
3% decrease from calendar year 2005, The City of San
Diego's unemployment rate s .6% below the national
average and 8% beiow the average for the State of
Califomia for the calendar year 20086,

alendat Yesr o -
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Housing and Construction

According to & report by the National Association of A
Realtors, the median residential home price in the San T g’ ‘
Diego area dropped 0.4% from calendar year 2005 fo Y
2008, However, madian residential home prices in the San P -

Thpesende

Diego area increased 125% from calendar years 2000 to
2005, Home sales during this growth in madian home
prices have resuited in stronger than average properiy tax
returns for the City and have fueled increased activity in the
congtruction sector. However, there has recently been a
significant siowing in the housing market and a softening in
housing prices and therafore the recent growth in property
tax revenues may not continue and may in fact decline.

Beo .
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Tourism

The City of San Disge has continued fo experience a —— T S
growth in fourism during calendar year 2006, resulting in a L o
12.3% increase in Transient Occupancy Tax (TOT) e
collections from calendar year 2005, and a 41.6% increase RATRRITY
from calendar vear 2000. According to the San Diego o
Convention & Visitors Bureay, average occupancy rates of Coimed
holels focated in the San Diego area have also continued A
o improve durng calendar vears 2005 and 2008,
increasing 1.7% and 1.5%, respectively. Additionally, &
total of 32.2 million visitors spent approximately $7.7 biliion
at locat businesses in the San Disgo area during calendar
year 2008,

e et mez . hontdn a4 o008 7E0R
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Water Supply

The City of San Diego is located in & semb-arid coastal cimate environment and receives an average annual rainfall of
approximately 10 inches. The 1.3 milion people living in San Diego use an average of 210 miliion galions per day of potabie
water. The City's population is projected to increase 50% in the next 25 years, and the City projects this growth will increase
demand for potable water by approximately 25%. Up to 90% of the City's existing water supply is imported from the Colorado
River and the California State Water Project ("SWP"). The San Diego County Water Authority {"CWA") purchases the majorily of
its water supplies from the Metropolitan Water District of Southem California (*MWD"). As of July 18, 2007, MWD indicated that it
had sufficient water supplies in storage fo susiain two years of 2 supply/demand scenario similar 1o 2007 with enhanced
conservation efforts beginning immediately.

The majority of MWD's water supplies originate fom the Sacramento River Deltz before being pumped into the Cailifornia
Aqueduct for transpertation to Southern California.  On August 31, 2007, a federal courl ordered siate and federal water
managers o reduce pumping out of the Delta during certain times of the year in order to protect the Delta Smelt, an endangered
fish species. It is unknown how iong these restrictions will be in place buf they are expected to last af least one year, The
California Department of Water Resources {DWR) estimates that the court order will reduce the amount of walter available by
10% to 35%. Statewide, California has experienced one of the driest years on record for the 2007 water year (ended September
30). While the National Weather Service is predicting sbove average precipitafion for Northern Callfornia, dry weather is
expected fo persist in Southern California, potentially reducing the amount of iocal water availeble to the CWA and the City.

The poiential for drought and the reduced availability of imported water couid have an adverse impact on the City's economic
growth. The San Diego Municipal Code provides that the Mayor, upon the recommendation of the Director of the Water
Department, is authorized {0 determine the appropriate water conservation stages, if any, # was the advice of the Director,
which was accepted by the Mayar, {o declare a stage 1 {voluniary compiance) water watch. Under state law, the City is required
to verify that thers will be a sufficient water supply over a 20 year window before approving certain large developments. In the
evant that the City is unable fo make such determinations due to the reduction of water avaifability, the level of development in
the City could be reduced.

14
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Regulatory Actions

in November 2008, the United States Securifies and Exchange Commission {SEC) entered an Order (the "Order”) sanclioning
the City of San Diego for committing securities fraud in connection with the 2002 and 2603 offer and sale of over $260 miliion in
municipal bonds and for preparing and filing information pursuant to confinuing disclosure agreements under Exchange Act Rule
15c2-12 with respect to $2.29 biflion in cutsianding City bonds and notes. The findings contained in the Order were made
pursuant fo the City's offer of setffement The SEC, in the Grder, concluded that the “City, through #ts officials, acted with
stienter.

in the Order, the SEC found that at the time of these offerings, City officiais knew that the City faced severe difficulty funding its
future pension and health care obligations unless new revenues were obtained, pension and health care benefits were reduced,
or City services were cut. The SEC found that the City's looming financial crisis resulted from (1) the City's inteniional under-
funding of its pension plan from fiscal year 1987; {2) the City's granting of additional retroactive pension benefits since fiscal year
1880; (3) the City's use of the pension fund’s assets to pay for the additional pension and retiree health care benefits since fiscal
year 1880; and {4) the pension plan’s less than anticipated sarnings on its investments in fiscal years 2001 through 2603, The

. SEC found that despite the magnitude of the problems the City faced in funding its future pension and refiree health care
obligations, the City conducted five separate municipal bond offerings, raising more than $280 miliion, without disclosing these
problems to the investing public. The SEC found that in.each of these offerings, the City preparad disciosure documents that are
used with municipal securities offerings—that ig, praliminary official statements and official statements—and made presentations
to rating agencies. in addifion, in 2003 it prepared and filed information pursuant to confinuing disclosure agreements under
Exchange Act Rule 15¢2-12 with respect to $2.29 bilfion in outstanding Clty bonds and notes.

The SEC credited the City with having taken remedial action before the Order was issued and found that since 2005 the City has
implemented several remedial measures with a view to detect and prevent sscurities violations, Specifically, the City has
terminated cerfain officlals in the City Manager's and Auditor and Comptroliar's offices or has allowed them to resign. The City
has hired a full time municipal securities attorney who is responsible for coordinating the Cily's pubiic disclosure and who has
conducted continuing education for the City's deputy attomeys on the City's disciosure requirements,

The SEC credited the City with hiring new outside professionals including new auditors for ifs fiscal year audits. The SEC also
found that the City hired individuats not affiliated with the City to act as the City's audit committee to conduct an investigation of
the City's prior disclosure deficiencies and make recommendations to prevent future disclosure failures. The SEC found that the
City has aiso hired new disclosure counsel for all of its future offerings, who will have better and more continuous knowledge on
the City's financial alfairs. The SEC found that the disclosure counsel has conducted seminars for City employees on their
responsibilities under the federal securities laws.

The SEC found that the City has also enacted ordinances designed to change the City's disciosure environment:

1. The City ¢reated a Disclosure Practices Working Group, comprised of senior City officials from across city government, The
Working Group is charged with raviewing the form and content of all the City’s documents and materiais prepared, issuad,
or distributed In connection with the City's disclosure obligations reiafing to securities issued by the City or its related
sntities; and condusfing a fult review of the City’s disclosure practices and fo recommend future confrols and procedures.

2. The Mayor and City Attorney must now personally cerlify to the City Council the accuracy of the City's official statements,

3. The City Auditor must annually evaluate the City's infernal financial controis and report the results to the City Counil,

As pari of the settlement with the SEC, the Cily agreed fo cease and desist from future securiies fraud violations. The City also
agreed fo retain an independent Consulfant acceptable to the SEC. The independent Consultant Is required to conduct annual
reviews for a three-vear period, following the November 2006 Crder, of the City's poiicies, procedures, and internal controls
regarding ifs disclosures for offerings, including disclosures made in its financial statements, pursuant to confinuing disclosure
agreements, and to raing agencies. The Independent Consuftant is aisc required to review, for the three year peried, the
procedures and intemal controls regarding the City's hiring of intemal psrsonnel and external experts for disclosure functions,
and the implementation of aclive and ongoing fraining programs to educate appropriate City employees, including officials from
the City Auditor and Comptrolier's office, the City Attomey's office, the Mayor, and the City Counclt members regarding
compliance with disclesure obligations.

The Independent Consuitant is required to make recommendations concerning refated policies, procedures, and internal controls
with & view o assuring compliance with the City's disclosure obligations under the federal securfties laws. The Independent
Consultant is to assess, in years two and three, whether the City is complying with its policies, procedures, and internal controls,
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whether the City has adopted any of the Independent Constaltant's recommendations from prior year(s) concerning such policies,
procedures, and internal controls for disclosures for offerings, and whether the new policies, procedures, and internal controls
were effective in achieving their stated purposes.

On June 7, 2007, the inifial Report of Independent Consultant fo the City of San Diege (the “Independent Consultant's Repor!”)
was released. The purpose of the independent Consultant's Report was o describe the review and assessment of the City's
palicies, procedures, and intemal controls regarding i) its financial and other disciosures, i) the hiring of internaf personnel and
external experts for disclosure functions, and i) the implementation of aclive and engoing iraining programs fo educate
appropriate Clty empioyees regarding compiiance with disclosure cbligations, and to provide conciugions and recommendations
with raspect to these mafters.

Additionally, the independent Consultant's Report recognizes the complexity of the City's issues and inciudes nimerous actions
that are planned {0 be addressed in the futlre, including:

o Ongoing analysis and observation by the Independent Consultent of the City’s disclosure process, inciuding
participation in fuiurs offering disclosure processes,

+ Implementation of a new Enterprise Resource Pianning {ERP) system,

e Ongoing training for the City Councit, City Officials, and City employees, and

»  Hiring a quaiffied internal auditor to provide reliabiiity of the City's internal control structure.

The Independent Consultant observed that the Clty had made progress with its remediafion efforts, but that there is much left to
e done that will require an intensive and substaniial effort.

On July 23, 2007, the SEC issued a letter to the City and to the Independent Consultant recognizing the recommendations
outlined in the independent Consuitant's Report and indicating fts understanding that subsequent reporis from the Independent
Consultant would provide more complete, specific, and concrete recommendations with specific deadiines. The SEC also
requested a response from the City in regards to the recommendations cutlined in the independent Consuitant’s Repor,
Including ar estimated timeframe for impiementation of the recommandations.

On September 25, 2007 the City responded fo the SEC, this response was approved by the Council Resolution No. 303021,
This response to the SEC is summarized as foliows:

» The CFO, along with representatives of the Audit Committee and the Independent Budgel Analyst, interviewed
candidates for the Intemal Auditcr. The candidate selected began work on October 22, 2007, The Charler Review
Committee is also looking into a Charter change which would separate the internal audit function from the comptroflar
and management dufies. This revision will need to be approved by a vote of the public,

¢ The City has established an Audit Commitiee comprised of 3 Councit members and an ad hoc committee of 3 outside
advisors who bring extensive technical expertise to the Commitiee. The ad hoc commitiee began setving September
10, 2007. The Charter Review Commitiee is also looking into a Charter change which wouid formally establish the
compositich of the Audit Commitiee. This revision wili need fo be approved by a vote of the public.

e The City has selected a software vendor for an enterprise resource system. The curreni schedule calls for the
implementation of & new core systern by Cctober 2008, followed by the implementation of the human rescurce/payroll
system by January 2009,

¢ The CFC position was establishad in calendar year 2006 and all financial related activities and responsibiliies of the
City fali under this position. ,

e The City is carefully evaluating the Independent Consultant's recommendafion to consider moving toward a sheliike
disciosure system. The City has made many improvements fo intsmal confrols regarding the release of financial
information i the public capital markets (e.g. creation of the DPWG, CFO, and Audit Committee). Accordingly, any
shel-like registration would take info consideration procedures currently in place which were designed to ensure that
the City wouid not make misieading statements or omissions to the market place in the future.

Financial Information

Pansion Benefits

In fiscal year 1927, the City established the San Diego City Empioyees’ Refirement System {"SDCERS"), & public employee
retirement system. The pension plan ("Plan”} is a defined benefit plan and is administered by the SDCERS' Board to provide
refirement, disability, death, and survivor benefits for its members. The SDCERS Board contracts with an actuary fo perform an
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annual actuerial valuation based on the assumptions adopted by the SDCERS Board. A new actuarial firm, Cheiron Inc,, was
hired by the SDCERS board o perform the 2005 and 2008 actuarial reports,

The actuarial valuations performad by Cheiron for the fiscal vears ended June 30, 2006 and June 30, 2005 reported as foliows:

San Diego City Employees' Ratirement System (City of San Dieao)

Fiscal Year Ended

June 30, 2008 June 30, 2005 % Change
Membership
Total Members {active, disabled, beneficiaries and refired) 17,647 17,429 1.3%
Assets and Liabilitias
Total Actuarial Liability $ 4082608455 §  4,377,002048 13.8%
Market Value of Assets . 3.581,831,604 3,208,721,975 24.2%
Actuarial Value of Assets 3,081,931,604 2,883,079,852 33.5%
Unfundad Actuarial Ligbility ' 8§ 1,000,767,761 §  1,304013,008 {28.2%)
Funding Ratio 79.9% 68.2% 1.7%

ft i& common practice fo base consecufive actuarial valuations on consistent pre-defined parameters, howaver, occasional
methodology changes are recuired to refiect prevailing practices within the industry, The actuarial methodelogy changes with
the most significant impact to the unfunded actuarial liability between fiscal years 2005 and 2006 are related to the inclusion of
certain “contingent” fizbilities in the valuation and a change in the asset smoothing methed, both of which are discussead in detadl
below.

The actuarial valuation information presented above for the fiscal year ended June 30, 2005 is based upon historical
assumpficns in regards to some benefits being viewed as contingent in nature, and therefore, does not inciude information on
Hiahilities pertaining to the Corbett Settfement or the 13 Check, both of which were included as tabilifies in the fiscal year 2006
vaiuation, Additionally, SDCERS has established reserves of assets in an amourd approximately equivalent to the reiated
liability for the following items: Supplemental Cost of Living Adjustment, Employee Contribution Rate Increase Liability, and the
Deferred Refirement Option Plan Liability. The assets placed in these reserves, as well as the corresponding Eability, have also
been excluded from the fiscal year 2005 actuarial valuation,

For the benefit of the reader, the following table presents the balances of all liabilities excluded from the actuarial valuation for
the fiscal year ended June 30, 2005:
SDCERS Other Liabitities

Corbett Seffiement § 58,823,978
13th Check 56,686,313
Supplementat Cost of Living Adjustment * 17,839,967
Employee Contribution Rate Increase Liability 5905418
Deferred Ratirement Option Plan Liability 227,223,791
Total Other Liabilities 9 364,579,467

“ SBCERS has estabiished reserves of assets approximately equivatent to refated liabifity.

A detailed explanation of the liabilites and their reiated asssts can be found in the actuarial valuations for fiscal year 2005 and
fiscal year 2008 which can be obtained at the SDCERS main office located at 401 West A Streset, Buite 400, San Diego, CA
92101,
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For the purposes of calculating the City's net pension obligation (NPC), calculated amounts include the effects from the Corbeit
settlement llability and the employee contribution rate increase fiabillty due to the City's position that these labilities are non-
confingent in nature. As such, the following schedule shows the City's view of its revised unfunded actuarial liability as of June
30, 2005 and presents a compatison to the fiscal year 2008 valuation. The employes contribufion rate increase liability and iz
corresponding asset reserve are not included in the revised calculafion as of June 30, 2005 due io its immaterial effect on the
anfunded actuarial liability. Additionally, the City views the liabilities related to the 13% check as confingent in nature, and
therefore, exciuded them from the revised calculation of the City's unfunded actuariat liability.

Caleulation of City's Unfunded Actuarial Liabiiity

Fiscal Year Ended

{revisedV™
June 30, 2006 /3042005 % Change

Actuarial Liability (Cheiron®) $ 4,982,699,455 $ 4.377,082,948

* Corbett Settlement (Cheiron®) , nfa ™ 58,823,978
Total Actuariat Liability : 4,882,806 455 4,436,016,028 12.3%
Actuarial Vaiue of Assets (Cheiron®) 3,081,631,604 2,983,078,852 33.5%
Unfunded Actuarial Liability™  ~ $ 1.000.767,781 $ 1452937074 (31.1%)
Furding Ratlo ' 79.9% 67.2% 12.7%

* SDCERS Attuary

*  Liabilities related to the Corbett Seltiement and the 13th Check are included in actuarial fiabilities in fiscal year 2008,

= Asg discussed in the narrative, the City befieves the liability related to the Corbett Setflement shouid be included in total
actuarial labilities,

= Unfunded Actuarial Liability has been calculated in accordance with the projected unit credit (PUC) method, see tabie on

page 21 for comparison {o entry age normal (EAN) method,

As a resuft of the approval of revised assumptions and methodoiogias or October 20, 2006 by the SDCERS Board of
Administration, the actuarial valuation for the fiscal year ended Jung 30, 2008 includes the fiabiliies resuliing from the Corbett
Settlement and the 13% Check as well as both the asset reserves and the comesponding liabilities related to the Deferred
Retirement Option Plan and the Stpplementat Cost of Living Adjustment. The recognition of these previously excluded habilities
increased actuarial abilifies in the valuation dated June 30, 2006 by approximately $113 million over amounts reported in fiscal
year 2008,

As previously sfated, the Cily views the exclusion of the Corbett Liability from the Actuarial Liability as inappropriate and
therefore has already restated its Net Pension Obligation and amended its requirad supplementary schedules accordingly.” The
City views the SDCERS Board of Administration's decision regarding the 13% Check liabifify as a change in accounting estimats
and therefore will account for if prospectively beginning with its fiscal vear 2007 financial statements. This treatment reflects City
management's policy of valuing and reperting pension liabilites using the actuarial vaiuation from the fiscal year ending one year
pricr 10 the date of its financial statements. Additionally, total actuarial agsets, total actuarial liabilities, and the funding ratio
increased in fiscal year 2006 parfially due to the inclusion of the asset reserves and liabiifies related io the Deferrad Retirement
Option Plan and the Supplemental Cost of Living Adiustment,

In addition to the inclusion of the aforementionad assets and iiabilities in the June 30, 2008 valuation, the SDCERS Board of
Administration voted to move from a "bock value based” asset smoothing method fo the “expected asset valug” smoothing
method. The expected assel value smoothing method is based on asset market value and is a more commonly used practice in
actuarial vatuations because it is a more effective technique ic dampen the volatility in asset values that can coocur due fo
fluctuations in market conditions. A part of this change was {0 sef the actuarial value of assets equal fo the markef value of
assats as of June 30, 2006. This action increased the actuarial vaiue of assets from the amounts reported in the fiscal year 2005
valuation by approximately $184 milion, SDCERS also changed the manner in which assets are apporfioned between plan
sponsors, which also resulied in increasing the actuarial value of assets in the City's plan. The following scheduie shows the
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effect of the specific components of the tofa change of the Unfunded Actuarial Liability between fiscal years 2605 and 2008

SDCERS - City of San Diego
Source of Changes in Unfunded Actuarial Liability
{in Millions)
Experience o
1. UAL change due fo mvesiment experience § (1568.9)
2. UAL change due to purchased service credit : 1.2
3. UAL change due to overali liability gain {47.5)
Contributions
4. UAL change dus to contribufions in excess of expected (105.6)
Actuarial
5. UAL change due to marking the smoothing method {o market vaiue {183.8)
8. UAL change due fo reflection of "contingent’ fiabilities 112.7
7. UAL change due to DROP and supplemental COLA -
8. UAL change due to removal of liabiiities in excess of IRC § 415 limits {22.8)
9. UAL change dus to removal of fufure disabiiity benefits (9.9)
ota : .
10. Total net overall experience: sum 1 through § _ {414.6)
11. Expected change in UAL 214
12, Total changs in UAL: 10 + 11 . (3832

The benefits awarded i some plan parficipants exceed the amount permitted for Internal Revenue Code (IRC) 401(a) pension
plans such as SDCERS. In March 2001, the San Diege City Council established a Preservation of Benefit Pian fo pay for
benefits in excess of those allowed under the 401(a) pian. The Preservation of Benefit Plan is & gualified governmental excess
bensfit amangement (QEBA) under IRC § 415{m), which is a vehicle created by Congress to allow the paymeni of promised
pension benefits that exceed the IRC § 415(b) limits (and therefore cannol be paid from a qualified retirement plan). The
Praservation of Benefit Pian is administered by the SDCERS Board separately from the City's 401(a) pension plan. On February
16, 2007, the SDCERS Board adopted the Preservation of Benefit Pian and Trust to carry out the intent of SDMC § 24,1601 et

seq.

As background, IRC § 415(b) imposes dollar limits on the benefits payable from & quaified pension plan that receive favorabie
tax treatmeni, The dollar limit is $175,000 for calendar year 2008, however, this limit is adjusted based upon the payee's age af
refirement, and the benefit tested is adjusted by a number of factors,

The Preservation of Benefit Plan i8 unfunded within the meaning of the federal tax laws. Under the Intemal Revenue Code the
City may not pre-fund the Preservation of Benefit Plan to cover future liabilifies beyond the cusrent year, as with the 401(a) plan.
Each year, SDCERS will determine the amount necessary to fund any pension benefits payable during the calendar vear in
excess of IRC § 415(b). This amount will include the projected amount of all excess pension benefits payable for the calendar
year to exisfing and projected payees, as well as the projecied cost of administering the Preservation of Benefit Plan. SDCERS
will provide this information to the City and the Cify will fund this amount on an annual basis.

Any amounts remaining in the Preservation of Benefit Plan at the end of a calendar year will be camied forward to pay benefits
and adminisiration costs in the foliowing year. As a result, the liability related to excess benefits for gligible active members of
the system, amounting to approximately $22.8 miliion, has been excluded from the actuarial valuation of the 401{a) retirement
plan beginning in fiscal year 2006 (as shown in the table above). The ssfimated liabilities for refired members of the Preservation
of Benefit Plan have not yat been provided to the City by SDCERS as 2 separate amount distinct from the Gity's core 401(a)
pension plan. Accordingly, they are reflected in the actuarial liabiiifies of the 401(a} plan in the actuarial vaiuation dated June 39,
2606.

in fiscat year 2005, activities related to the Preservation of Benefit Plan for both refired and active members are included in the
actuarial liabiiities presented in the Reguired Supplementary information (RS1) for the City's core pension plan and are valued
using the same set of assumptions. in a review of the financial statements of other local governments, the Cily has nofed
significant diversity of practice in now govemments are accounting for QEBAs. As such, the City is in the process of

19



LTy oF SAN DiEGo ) Ceomprerensive Annuss Financial BEPORT

implementing a pian fo account for the QEBA with SDCERS.

Certzin other methodology changes were implemented for the June 30, 2006 valuation, which are discussed in detall in the
valuation report.  Additional information on the City's net pension obligaticn, annually required centribution, and the Corbett
liability s discussed In Note 12 of the notes fo the financial statemants contained in the financial section of the CAFR and in the
Required Suppiementary information section of the report

On November 2, 2004, the public approved an amendment to Article 8, Sections 143 and 144 of the City's Charter regarding the
retirement systems actuarial assumptions and the governance siructure of SDCERS. Notabie changes include:

e [Effective fiscal year 2009, Unfunded Actuarially Accrued Liabifity shall be amortized using a 15 year assumptio; for
the 2006 actuarial valuation, Unfunded Actuarial Accrued Lisbiliiss were amortized over 27 years reflecting the
reseliing of the amortization period pursuant fo the settlement of the Gleason v, City of San Diego lawsuit. (The effects
of this lawsuit on the pension system are disclosed in Note 12},

»  Effective fiscal year 2009, new retirement benefits shall be amorfized using a schedute no longer than 5 years.

s  Effective April 2005 the composition of the SDCERS Board was changed to the following:

o 7 members appointed by the Mayor, who are not assac:ated wih the City or Refiremant system as
employees, union members or beneficiaries,

1 member who is an active employee in the police safety group, elected by the members of that group,

1 member who is an active employee in the fire safety group, slected by the members of that group,

2 members who are active employees in the general member group, glected by members of that group,

1 member who is a retirad member of the system and'is elecied by the refired members of the system, and

1 member who is a City management employee and serves at the pleasure of the Mayor. This member must

be the Chief Operating Officer, City Treasurer, Deputy or Assistant Chisf Operating Officer or a similar

position that reporis to the Chief Operating Officer or Mayor. As of the issuance of this report, the Deputy

Chief of the Office of Ethics and Integrity is assuming the responsibility of this position.

o0 000

A review of the aforementioned charter revisions concerning SDCERS is currenily underway. This includes examining the
legality of changes fo the City's amortization assumption made by way of revisions {o the Cify Charter, California State Attorney
General Opinion 04-710 concludes that & city charter cannot mandate a specified amortization schedule for retirement benefits
or accumulated actuarial gains and losses. Furthermore, a recent jegal rufing by the California Superior Court conciuded that
SDCERS Board has “plenary authority” over the refirement system in ifs administrative capacity. In March 2007, the SDCERS
Board adopted a 20 year amortization assumption, The SDCERS Board has not indicated whether i wilt change to & 15 year
amortization assurnption for the purpose of determining the City's fiscal year 2009 Annually Required Confribution. The San
Diego City Atiorney's Office has opined that the voler's amendment to the Charler o estabish a 15+vear amortization
requirement for accumulated actuarial losses simply establishes an upper boundary for the amortization of pension debt, and
does not usurp or unduly interfere with the SDCERS Board's plenary authority and fiduciary responstbility in violafion of the
California constitution, and as a result, the 15 year amortization period is binding. Given the size of the City's current Unfunded
Actuatially Accruad Uiability, a change to a 15year amorlization schedule will have a significant impact on fulure annually
required coniributions. in refafion to the implementation of a 15-year amortization, SDCERS issued a report fitled *Surnmary and
Answars to Freguently-Asked Questions about the June 30, 2006 Actuarial Valuation for the City of S8an Diego.” This document
stated that if a 15-year amorfization of the unfunded actuarial liability was implemented, the City's Annual Required Contribution
for fiscal year 2008 would increase by $28.1 million over the requested contribution of $137.7 million. Thus, a 15-year
amartization period would result in an Annual Required Contribution of $166.8 milion. Comparatively, the City's fiscal year 2008
budget includss appropriations for & contribution of $165 million to SDCERS.

The City notes that Governmental Accouniing Standards expressly state that “a plan and its empioyers should apply the same
actuarial methods and assumplions in detsrmining similar or related information Included in their respective financial reports,”
However, the GASB dees not assign responsibility for defermining actuarial assumptions fo either the plan administrator or the
plan sponsor. As such, the City and SDCERS will need to reach a consensus regarding the actuarial assumpiions fo be used for
the fiscal vear 2007 actuarial valuation in advance of its performance.

Following the most widely used actuarial cost method approved in Statement No. 25 of the Governmental Accounting Standards
Board, as well as a recommendation from Cheiron, SDCERS Board of Adminigtration voted to use the eniry age normal {EAN)
actuarial cost method to calculate future actuarial liabilittes beginning with the fiscal year 2007 valuation. Histosically, the
actuarial valuations performed for SDCERS have caloulated actuarial iabilities in accordance with the projected unit cradit (PUC)
method. This change of methodology will negatively impact the unfunded actuarial iabiiity reported in the actuarlal valuation for
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the fiscal year ended June 30, 2007, A comparison of the two valuation methods for the fiscal year ended June 30, 2006 was
included in the June 30, 2006 actuarial valuation and is provided on the following page for informational purposes only.

Unfunded Actuarial Liability
Projecied Unk Credit (PUC) vs, Enty Age Normal {EAN)
For the Fiscal Year Ended June 30, 2006

PUC EAN % Change
Actuarial Value of Liabiity {Cheiron™) $_ 4,882,699 455 $ 5,191,981,336 4.2%
Actuariai Value of Assets (Chelron®) 3,081,831,604 3,981,931,684 0.0%
Unfunded Actuarial Liablillly 1,000,767,761 1,210,029,542 20.9%
Funding Rafio 79.8% 76.7% {3.2%)

*SDCERS Actuary

On November 7, 2006, the public approved an amendment to Article 8, § 143 of the City's Charter, requiring voter approval of
certain increases in retirement system benefifs for public employees. Specifically, this amendment requires voler approvat of
any ordinance that amends the City's refirement system by increasing the benefits of any employee. However, increases in
refirement henefits due to cost of living adjustments do not reguire voler approval,

On August 3, 2007, the General Counsel of SDCERS issued a letier to the City stating their opinion: in regards to the effective
date of the fiscal year 2005 agreements between the City and the labor unions, As part of the agreements, several benefits were
altered or eiiminated for employees hired on or after July 1, 2005, including the Deferred Retirement Option Plan (DROP), the
13th Check, and the opfion to purchase years of service credits ("air-time”). According to their fiduciary counsel, “SDCERS is
oblfigated to administer benefits in accordance with its plan documents.” However, the City did not enact such ordinances until
January 17, 2007, which ook effect on February 16, 2007. Therefore, the General Counsel of SDCERS and their outside
counsel opine that the sifective date of the agreements with the labor unions is February 16, 2007, the date thal the bheneft
changes were codified into the plan document. On QOctober 8, 2007, the City filed & petition for declaraiory refief to determine the
effective date of retirement benefit changes for employess hired between July 1, 2005 and February 18, 2007.

On September 21, 2007 the President of the SDCERS Board of Administration issued a press release stafing that, under the
direction of e BGard of Administration, SDCERS' staff, actuary, and legat counsel, he had reviewsd the SDCERS purchase of
service credit program, and that his review concluded the foliowing:

o With respect to SDCERS’ service credit pricing structure that was in place prior to November 2003, Cheiron, SDCERS
actuary, has determinad that the full cost was not refiacted in the price then charged to SDCERS members.

e  This pricing shorffall, which fotals approximately $146 million, has been inciuded in the System’s Unfunded Actuarial
Liabllity since the inception of the service cradif program.

s With respact to the SDCERS' service credit pricing in place since November 2003, Cheiron advised SDCERS that
structure covers the full projected cost to the System when members purchased the setvice credits.

The pricing shortfall of approximately §+46 mitlion, which is ing uded in the System's Unfunded Actuarial Liability, is reported in
the RS of these financial statements, ,

Additionat information regarding the City's pension trust fund, including the City's NPC, can be found in Note 12 of the noles o
the financial siatements.

Other Post Employment Benefits

Retiree Healin

The City provides certain healthcare insurance benefits to @ variety of retired employees, as provided for in SDMC Sections
24,1201 through 24,1204 {the "Plan”). Currently, the henefits are primarily for employees who were actively employed on or after
October 5, 1880 and were ofherwise entitied ic refirement aliowances. Employees who refired or terminated prior to Oclober 6,
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1580, who were efigible for retirsment ‘allowances prior to that date, are also sligible for healthcare benefits, limited te a total of
$1,200 per year. Additionally, empioyees whe were hired on or after July 1, 2005 and become elfigible for refirement allowances
in: the future are also eligible for healtncare benefits, limited to 2 total of §1,200 per year,

In accordance with SDMC Sections 24,12 and 24.15, amounts have been fransferred from the calculated surplus annual realized
earnings of SDCERS pension: assets fo the system’s empioyer contribution reserve for the purposes of offsetting the City's
funding of refirze nealth benefits. An aquivalent amount has been paid by the City info & 8DCERS account for post employment
healthcare benafits. It is from this reserve that SDCERS transfarred funds into the Retiree Health Trust fund and then approved
the post employment healthcare benefits, Asg a resulf of the refires health care benefit expense being funded by an SDCERS
employer coniribution reserve, the City offset the annual reguired confributions submitied to SDCERS by the same amount, This
offset to annual required contributicns resutfed in an increase to the nat pension obligation which is amorfized and inciuded in
future contribution calcuiations. In fiscal year 2005, $7.8 million of the reserve balance was used to pay for post employment
heazithcars benefits and the remaining $1.2 million was transferred fo the Defined Benefit Pensicn Plan. Effective February 2005,
tne City began paying for post employment healthcare benefits on & pay-as-you-go basis for approximaiely 4,100 refirees who
received either Cily paid insurance or were reimbursed for other health insurance costs incurred. According to City Altorney
Opirion No, 2007-04, the frust amangement between the Cify and SDCERS was nof affected by the change in the funding
mechanism, and therefore, the Ciy has reported all activity related fo retiree healthcare as a pension trust in the fiduciary section
of the CAFR. (See addifonal information in Note 13). In fiscal years 2008 and 2007, the annualized cost of retiree health
benefits was approximately $23.8 million and $26.8 million, respectively, The City's obligation of this cost was $17.6 million and
$20.9 million, respectively, . '

The following schedule details employer paymenis for retirement health benefits:

Refree Healh Care Coss

{in housands)
003 2004 2005 . 2006 2007
Amount Paid Directy Fom City $ - § - $§ 6949 § 17554 § 20915
_ Amount Paid from 401{h) reserve 11,450 12,828 7,910 - -
Amount Paid by Refrees 2,981 5458 5978 8,226 5,915

Tow! Refree Healh Expendiures § 44 431 ‘ $ 48287 § 20837 § 23780 % 28,830

In Juiy 2004, GASB issued Statement No. 45, “Accounting and Financial Reporting by Employers for Post Employment Benefits
Cther Than Pensions” (“GASE 45", which addresses how local governments should account for and report their costs and
obligations related to other post employment benefits (OPEB}. This statement is effective for the City for periods beginning aftar
Dacember 15, 2008 {i.e. beginning in fiscal year 2008), GASB 45 establishes standards for the measurement, recognition, and
display of OPEB expenselexpenditures and related liabilities, note disclosures, and, i applicable, required supplementary
information in the financial statements, The City will implement GASB 45 in its financial statements for the fiscal year ended
June 30, 2008. Nevertheless, an actuarial valuation, dated June 1, 2007, of the City's postretirement welfare benefit plans was
performed for the purpose of determining its annual cost in accordance with GASE 45,

Buring fiscal vear 2007, the City confinued a "pay &8 vou go® apgroach to funding retiree health costs. Specifically, for valuation
. purposes, the City used a 5% earnings assumption, an inflation factor of 3%, and a 30 year amortization period. The fcllowing
tabie presents the actuarial accrued liability for all refiress, defered retirement participants, vested terminated and active
members, and the annual reguired coniribution for fiscal yvear 2008 had the City afready implemented GASB 45.

Refrae Healhcare Liabilifes

Actuarial Accrued Liabiliy $ 1,097,196,731
Annual Required Contbuiion 106,930,215
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Defined Contribution Plan

The City has established the Supplemental Pension Savings Plan ("SPSP™), a defined coniribution plan administered by
Wachovia Cotporation, which provides pension benefits for eligible employess. In a-defined coniribution plan, benefits depend
soiely on amounts contributed fo the plan plus investment earnings. * Eligible empioyses may participate from the date of
employment and vest at a rate of 20% for each year of service. The City also established a 401(k) Plan effective July 1, 1985,
The plan is a defined contribution plan also administered by Wachovia Corporation, to provide pension benefits for ail eligible
employees. Employaes participaiing in the 401(k} plan are immediately 100% vested.

Deferred Compensation Plan .
in addition to the defined banefit and contribution plans, the City also offers its employees a deferred compensation plan created

in accordance with internal Revenue Code § 457. The plan, available fo all eligible City employees, pemmits them to defer a
portion of their salary untii future years, The deferred compensation is not avallable to employees until termination, reffrement,
death, disability, or an unforeseeable emergency.

Agditionat information on the Cify of San Diego's pe%:sion éctivity may be found in Notes 12 and 13 of the notes o the financial
statements.

Long-Term Financial Qutlook

Int fiscal year 2007, the City compiled a Five-Year Financial OQutiook covering fiscal years 2008 through 2012. This document is
an examination of the Clty's long range fiscal condition and financial challenges. During fiscal vear 2007, the City experienced
greater than anticipated revenue growth and less than anticipated expenditures. Additionally, the Fiscal Year 2008 Budget
inciudes a pay raise for Folice Officers Association members which were not inciuded in the Five-Year Outlook. As a result, the
City intends to update the Five-Year Quficck periodically 1o account for changed circumstances. In addifon fo other issues, the
Financial Ouiook concendrates on eight significant areas that must be addressed in order o restors and preserve the fiscal
integrity and/or meet the lega! obligations of the City. These eight significant areas are identified below,

Funding the City's Pension Plan.

Funging the City's General Fund reserves.

Funding deferred mainfenance and capital improvement needs.
runding the City's Post Employment Medical Program,

Funding the City's new obiigations under Storm Water Runoff Permits.
Funding the City's Americans with Disabilifies Act (ADA) obligations,
Funding the City's Wortkers' Compensation Fund.

Funding the City's Pubdic Liability Fund,

g RS =Ll <o o= e

The Financial Cutiook relies on several assumptions, including revenue and expenditure growth astimates, to identify priorities td
address in City Budgets over a five year period. The Financial Qutiook assumes a significant financial commitment toward
funding the aforementioned eight areas, and as part of that commitmeny, the outlook projected an $87 million cperating deficit for
the fiscal year ended June 30, 2008. in subsequent periods, the Financial Qutlook projects recurring operating deficits ranging
from 8173 million to $179 million, assurming that additional savings opportunities or revenus sources are not identified.

in order to address the projected operating deficits, the outlook discusses several pofential corrective actions; however, these
corrective aclions are contingent on future events and City Councii aclions and as such, the Financial Ouflook does not reflect a
binding commitment of the City. The extant to which these corrective actions witl mifigate future operating deficits as identified in
the Financial Outlook is unknown at the fime of issuance of this report. However, the City Council recently approved the Fiscal
Year 2008 Appropriafion Ordinance implementing the fiscal year 2008 budget which included several initiatives proposed by the
Mayor in the Financial Qutlook. Specifically, the apprapriations ordinance reflected 2 batanced budget and the City's commitment
to funding pension and other post employment healthcare liabilities.

The 2008 budget contained appropriations to fund current year expenses and an additional $25 million set aside for the City's
Qther Post Employment Medical expenses. To date, the City has set zside $5 million in additior to the §25 million esimated to
fund refiree healthcare, which is paid for on a pay-as-you-go basis. These funds have been transferred to a special revenue
fund, which is separaie from the existing Refiree Health insurance Trust Fund used o pay retiree healthcare benefits, and the
funds are maintained as part of the Cily Treasuraer's investment portfolic. These essets are not in a frust vehicle established to
protect and accumulate assets and accordingly can not yet be credited foward the City's -annually required confribution for
Retires Healthcare ilabilities in accordance with Governmental Accourding Board Standard 48,

23

CopprerEnsive Anneal Einanciar Bepogy



Crry of San Dieco Conprerensive Annual FiaNcial Report

The 2008 Budget also inciuded appropriations for the Gity's full Annually Required Contribution of $137.7 milllion fo the City's
Pension plan phs $27.3 million in addifional contribufions.  Amounts contributed in addiion to the Annually Required
Contribution, wilt be credited to the City's NPO and UAAL.

In addition to the funding of pension and other post employment healthcare expenses, the City's 2008 budget included:

An additional $18 miliion for compiiance with Storm Water Permits.

An additional $15.7 million for deferred maintenance.

An addifional $10 miliion for Americans with Disabilities Act Compliance.
An additional $5 miffon in funding for Public Lisbility Reserves.

A budgeted reserve confribution of $3.5 miflion.

® 9 ®» & @

Funding requirements for Workers' Compansation are planned io be addressed in Fiscal Year 2008, as discussed in the five
vear Financial Outlook, and were not addressed in the Fiscal Year 2008 budget  in addition fo the allecation of funds in the
Fiscal Year 2008 Budget, the City Charter was tecently amended to enable the City to contract for cerfain services, allowing a
“Managed Competitton” plan to be undertaker by the City. Managed Competition involves undertaking a review and redesigh of
how City services are defivered, with a goal of increasing the efficiency of City operations. Once completed and operating
segments have achieved the efficiency gains identified in the first step of the Managed Competifion plan, operating segments are
competed against private sector suppliers in an effort to determine the lowest cost approach to service defivery. If private sector
suppliars are the lowest bidder, the services will be outsoursed. The potential savmgs from Managed Competition and the effect
on the projected deficits cannot be determined at this time.

. Another key component of the corrective actions identified in the Financial Qutlook is pesition efiminatiens. Position efimination
goals are achieved through & combination of eliminating budgeted positions that were historically held vacant and through
streamiining efforts known as Business Process Reengineering (BPR). The Financial Outtaok projects the elimination of over
nine hundred budgeted pesiticns over the three year period from 2008 through 2010, in an effort fo achieve the goals outlined in
the Financial Cutlook, the Fiscal Year 2008 budget process identified and eliminated over six hundred fifty budgeted positions
citywide. As part of this citywide reduction, four hitndred sixty five general fund positions were eliminafed. As a result of position
gliminations and restraint in hiring through Fiscai Year 2007, the City reaiized significant budgetary savings for personnel
expenditures of approximately 334.6 million for the year ended June 3§, 2007,

The City's Five-Year Financial Oufiook can be obtained at the Financial Managemant Office, 202 C Street, MS8A, San Diego,
CA 82101,

OTHER FINANCIAL INFORMATION

independent Audits
The City Charter requires an annua! audit by independent certified public accountants. The goal of an independent audit is fo

provide reasonable assurance that the financial statements are free of material misstatements. An independent audit invoives
examining, on & fest basis, evidence supporfing the amounts and disclosures in the financial statements; assessing the
accounting principles used and significant estimates made by the City, and evaluafing the overall financial statement
presentation. in addition, the Clty is required fo undergo an annual Single Audit in conformity with the U.S. Office of
Management and Budgst Circular A-133, "Audits of State and Local Governments and Non-Proft Organizations.” As part of the
City's Single Audit, tests are performed on internal control activities, including that portion related fo federal award programs, o
dstermine the Cily's compliance with applicabie laws, regutations, confracts and grants.

As reported in the Auditor and Comptroller's Annual Reports on Infemal Controls and the Independent Auditor's Report on
internal Control Over Financial Reporting and on Compliance and Cther Matters Based on an Audit of Financial Siatements
Performed in Accordance with Govemment Auditing Standards for the fiscal year June 30, 2003, which were both presented to
the City Council, fre City's internal control framework contains materiai weaknesses and requires significant improvements in
order to produce timely and accurate financial statements in a cost affective manner. The internal control weaknesses identified
in these reports were a primary confributor to the need for restated fiscal vear 2002 ending balances {as reported in the City's FY
2003 CAFR). These conciusions are supparted by the findings and recommendations on the Clty's internal control framework
and compfiance with appiicable laws and regulations provided by the City's independent auditors, The Independent Auditor's
Report on internal Control Over Financial Reporting and on Compliance and Cther Matters Based on an Audlt of Financial
Statements Performed in Accordance with Government Auditing Standards for the fiscal year ended June 30, 2003 has been
inciuded as part of the City's Comprehensive Annual Financial Report for the fiscal year ended June 36, 2663, The Independent
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Auditor's Report on Internal Conirol Qver Financial Reporting and on Compliance and Other Matters Based on an Audit of
Financial Statements Performed in Accordance with Government Auditing Standards for the fiscal year ended June 30, 2004
also reported material weaknesses io the internal conirol framewark; however, this report is not included in the fiscal year 2004
CAFR. Additionally, the indepandent Auditor's Report on Compliance With Requirements Applicable 1o Each Maior Program,
interna! Control Over Compliance and the Scheduies of Expenditures of Federal Awards and Goverror's Office of Emergency
Services Grants In Accordance With OMB Circular A-133 for the fiscal years 2003 and 2004 reported compiiance, in all material
respects, with the requirements that are applicable ic sach of its major federal programs with the exception of five specific
instances, City management is currently in the process of improving the internal conirols over compliance in response to these
issues. Both the CAFR and the Auditor and Comptrofier's Annual Reporis on intetna! Controls for sach calendar year can be
ohtained at the City of San Diego Auditor & Comptroller's Office, 202 £ Streat, MS8A, San Diego, CA 92101,

Cash Management

The City Treasurer is responsible for mvestment of the Cify's cash. Eligible investments include, but are not limited to,
obligations of the U.S. Treasury and U.S. Agencies, demand deposits, negofiable certificates of deposit, bankers’ acceptances,
medium-term corporate notes, repurchase agreements, and commercial paper in compliance with Sectons 53601-53635 of the
State Government Code. The City's cash is invested under a pooted money concept, with maturities planned to coincide with
projected needs, with the primary objective of pressrving principal. During fisca! year 2005, the average daily pooled portfolio
balance was approximately $1.24 billion, with 2 weighted average maturity of 487 days, Most of these monies are held in funds
that have restricted uses. The largest balances, for instance, are found in the utility funds. The average eamed income vigld on
peoled investments was 2.07%, as compared to 1.75% in the prior year,

Tne City Treasurer's investment policy has an objecfive to minimize cradit and market risks while mainfaining a competitive yield
on its portfolio.  All non-negotiable time certificates of depesit and demand accounts in excess of the amounts insured by the
Federal Deposit Insurance Corporation are reguired to ba fully coliateralized with morigages or eligible securities in accordance
with California State law. The City's invesiments are heid by the City's custodian bank in the City's name, or the nomines name
of the custodian bank, as collateral for a reverse repurchase agreement with the counterparty's custodian bank or with a third
party trustee, e.g., California State Treasurer's Office,

-Additional information on the City of San Diego's cash management activity may be found in Note 3 of the notes o the financial
statements.

Rigk Management

The City is exposed o various risks of inss related to torts: theft of, damage to, and destruction of assets; injuries to employees;
and natural disesters. The Clty has established various seff-insurance programs and maintained contracts with various
insurance companies f0 manage excessive risk. Additional information on the City of San Diego’s risk activity may be found In
Notes 15 and 16 of the notes to the basic financial stataments.

Sincerely,

y M Ga dstcme
Chief Operafing Officer

) ..%ﬁ’n"q‘ Em‘tduk . -
Myﬁr__ C

25






San Diego Municipal Code Chapter 2: Government
(3-2001)

Article 4: City Employees’ Retirement System

Division 16: Preservation of Benefit Plan
(“‘Preservation of Benefit Plan”
added 3—-19-2001 by O-18930 N.S.)

§24.1601 Creation

(a) A “Preservation of Benefit Plan™ (“Plan™), separate and apart from any other
plan administered by the Retirement Board, is established and adopted to
preserve the benefits otherwise eamned by Members of the Retirement System
to the extent their benefits are reduced by the limitations on benefits imposed
by Section 415 of the Internal Revenue Code (“Code™).

(b)  This Plan is intended to be a “qualified governmental excess benefit
arrangement” within the meaning of Section 415(m) of the Code. It shall be
deemed a portion of the Retirement System solely to the extent required
under, and within the meaning of, Section 415(m)(3) of the Code and Article
IX of the San Diego City Charter.

(c) In accordance with section 415(m) of the Code, this Plan is established solely
for the purpose of providing to participants and their beneficiaries that part of
their annual benefit otherwise payable under the Retirement System that
exceeds the limitations on benefits imposed by section 415 of the Code.

(d)  This Plan is an “exempt governmental deferred compensation plan™ described
in section 3121(v)(3) of the Code. Sections 83, 402(b), 457(a) and 457(H)(1)
of the Code shall not apply to this Plan. With respect to Code section 457(a),
the maximum amount that may be deferred under this Plan on behalf of any
Participant for the taxable year may exceed both the amount in Code section
457(b)(2) (as adjusted for cost of living increases) and the percent of the
participant’s includable compensation in that Code section. The System will
not hold any assets or income under this Plan in trust for the exclusive benefit
of participants or their beneficiaries.

(Added 3—19-2001 by O-18930 N.S.)

§24.1602  Eligibility

(a) Participation in this Plan is limited to those Members of the Retirement
System whose benefits at the time of payment are reduced by Section 415 of
the Code.







(i) the amount determined under section 412(c{7)(A)(), or

(if) 125 percent of current Lability (as defined in section
412(c)7)(B)).

The determination under this paragraph shall be made as of the most recent
valuation date of the plan preceding the qualified transfer.

o

Thus, pursuant to Code § 420{e)(2), "excess pension assets” must be actuarially
determined.

Finally, Code § 420(b)(3) states that “[tThe amount of excess pension assets which may be
transferred in a qualified transfer shall not exceed the amount which is reasonably
estimated to be the amount the employer maintaining the plan will pay (whether
directly or through reimbursement) out of such account during the taxable year of the
transfer for qualified current retiree health liabilities.”

Regarding the amount available for transfer from a pension plan’s general assets t0 a
Code § 401(h}) account, Private Letter Ruling 200315038 states tnat “a governmental plan
in order to comply with the requirements of § 420 of the Code must determine the
amount of available excess agsets available for transfer in accordance with § 420(e}(2) of
the Code, and therefore must make the determinations provided for in §§ 412(c)(7)(A)(1),
A12(c)(7)A)(I) and 412(c){7}(B) of the Code, notwithstanding the general exclusion of
governmental plans from § 412.”  Regarding the adequacy of pension plan funding I
order to be eligible to make a transfer of assets to a 401(h) account, the Court in
Chemtech Industries, Inc. v. Goldman Financial Group, Inc., 809 F.Supp. 729 (£.D.Mo.
1994} stated that

“{tihe appropriate test for determining adequacy of funding after a § 420 transfer
is whether there are sufficient funds remaining in the plan to cover current
liability, the obligation to fund the benefits of the participants as they come due.
This standard takes into account the fact that the plan will continue as an on-
going plan and not be terminated in the near future. This is the standard set forth
in 26 U.5.C. § 412 and specifically incorporated into § 420.”

4: Applicable Law = Pro’hib-i’fédl'T-ra'ns-aetiﬁ.n--lgssgg

A tax-exempt organization will lose its exempt status if it engages in a “prohibited
transaction.” Section 501(a) provides as follows:

“(a) Exemption from taxation

An organization described in subsection (¢) or (d) or section 401{a) shall be
exempt from taxation under this subtitle unless such exemption is denied under
section 502 or 503.”

Legal Analysis Page 63 of 127
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Code § 503(b) describes a prohibited transaction as follows:
“(p) Prohibited Transactons

For purposes of this section, the term "prohibited transaction” means any
transaction in which an organization subject to the provisions of this section--

{1} lends any part of its income or corpus, without the receipt of adequate
security and a reasonable rate of interest, to;

(2) pays any compensation, in excess of a reasonable allowance for salaries or
other compensation for personal services actually rendered, to;

{3) makes any part of its services available on a preferential basis to;

(4) makes any substantial purchase of securities or any other property, for
more than adequate consideration in money or money's worth, from;

(5) sells any substantial part of its securities or other property, for lesg than
an adequate consideration in money or money's worth, to; or

(6) engages in any other transaction which results in a substantial diversion
of its income or corpus to;

the creator of such organization (if a trust); a person who has made a substantial
contribution to such organization; a member of the family (as defined in section
267(c)(4)) of an individual who is the creator of such trust or who has made a
substantial contribution to such organization; or a corporation controlled by such
creator or person through the ownership, directly or indirectly, of 50 percent or
more of the total combined voting power of all classes of stock entitled to vote or
50 percent or more of the total value of shares of all classes of stock of the
corporation.”

The prohibited transaction rules are further explained in Treas. Regs. § 1.503(b)- 1(a} as
follows:

“The term prohibited transaction means any transaction set forth in section
503(b) engaged in by any organization described in paragraph (a) of § 1.503(a)-1.
Whether a transaction is a prohibited transaction depends on the facts and
circumstances of the particular case. This section is intended to deny tax-exempt
status to such organizations which engage in certain transactions which inure to
the private advantage of (1} the creator of such organization (if it is a trust); (2)
any substantial contributor to such organization; (3) a member of the family (as
defined in section 267{(c)(4) of an individual who is such creator of or such
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substantial contributor to such organization; or (4) a corporation controiled, as
set forth in section 503(b), by such creator or substantial contributor.”

{a) Denial of exemption to organizations engaged in prohibited
transactions

“(1y General rule

(A} An organization described in section 501{c}(17) shall not be exempt
from taxation under section 501(a) if it has engaged in a prohibited
transacton after December 31, 1959.

(B) An organization described in section 401(a) which is referred to in
section 4975(g) (2) or (3) shall not be exempt from taxation under section
501(a) if it has engaged in a prohibited transaction after March 1, 1954.”

Code § 4975(g) makes it clear that tax-qualified government retirement plan are subject
to the prohibited transaction rules of Code §503(a) and (b). Specifically, Code § 4975
" gtates as follows:

“(g) Appiication of section

This section shall not apply -

(1) in the case of a plan to which a guaranteed benefit policy (as defined
in section 401(b)(2)(B) of the Employee Retirement Income Security Act of
1974} is issued, to any assets of the insurance company, insurance service,
or insurance organization merely because of its issuance of such policy;
(2) toa governmental plan (within the meaning of section 414(d}).”

Iv. DISCUSSION OF SPECIFIC FINDINGS AND ISSUES
A Manager’s Proposal 1
1. Summary of Conclusions

Based on the evidence developed by Navigant Consualting and discussed in earler
Sections of this Report, we have concluded that the Board acted improperly in
approving MP 1. To the extent MP 1 permitted the City o fund the Retirement System
on a basis that was not actuarially based, it violated state and municipal law and was a
breach of fiduciary duty by the Board.
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C, 20224

FEB 22 ZBD'/"

TAX EXEMPT AND
GOVERNMENT ENTITIES
DIVISION

Local contact address:
internal Revenue Service
TE/GE: EP: VC 7554

Atin: Paut C. Mogan

e, i - 815 2nd Ave.-MzilStop 510
Ice Milier Tee Seattle, WA 98174

Attn: Mary Beth Braitman/Terry A M Mumford Teiephone: 206-220-8085
One American Square- Suite 3100 Fax: 206-220-6071

Indianapolis, IN 46282-0200

February 20, 2007

RE: VCP Submission Case #911659038 for San Diego City Empioyees’
retiremant System and related Form 5300 Determination Letter Application

Dear Ms: Braitman & Ms. Mumford:

As mentioned in last week's letter dated February 13, 2007 we reserved the right
to raise additional issues or ask for more information in response to the VCP
issue involving the Plan’s compliance with Internal Revenue Code (Code) section
415 that was discussed in your cerrespondence package dated August 9, 2006.

Please consider the addi'tiana! comments and reguests for additional information
and add them to the other six items that were detailed in our eariier letter dated

2/13/07.
VCP Submission 415(b) Submission dated August 9, 2006

7. Atthe bottom of page 4 and top of page 5 of your Exhibit 2 you
state that the tax law change that added Code section 415(m) o
the Internal Revenue Code provided that 415 was met for pre-
1905 years and thus those years need not be tested. We do not
believe that the wording of the tax law change leads to that
conclusion. in VCP, we cannot force you to consider pre-1995
plan years specifically, However, we do believe that any
reasonable compliance methodology should consider benefit
payments in post-1994 years, regardless of when the payments
first began. Your Exhibit 2 compliance document on page 27
suggests that a large number of retirees who received post-
1994 benefit payments from the Plan were not tested for
compliance with Code section 415 limits because they retired
prior to 1/1/95. We do not believe that this is a reasonable
methodology in determining the Pian’s compliance with Code
section 415 limits. Some revisions need to be made to Exhibit 2
narrative and other related exhibits. Additional testing will have
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10.

11.

tc be performed by the Plan's actuary.

Your Exhibit 2 contains a discussion on the group of employses
whoe are considered "Qualified Participants” and whose Code
section 415(b) limit is not reduced for early retirement that
begins before age 62. In your discussion (see page 19 of Exhibit
2}, It appears as if you wish to include park rangers who are not
employees of a police or fire depariment as Qualified
Participants. It does not appear that this is allowable under the
Code or any published IRS Regulations. Piease remove this
group of participants from the group of Qualified Participants
and subject their 415 limits o the early retirement reductions.
Please revise your Exhibit 2 narrative and other related exhibits.
If any park rangers retired during the testing period (1995-2005
plan years) they will have o be re-tested.

We do not agree with your statements on page five of your
Exhibit 2 in regards to whether the Plan needs to consider
complying with the Code section 411(c) ruies. The Service
believes that the 411(c) rules will apply for testing under Code
section 415 upon transfer of assets from & defined contribution
plan tc a defined benefit plan. Please submit a correction
proposal that deals with the testing period (i.e. 1985-2005 plans)
and promotes fuiure compliance. This may also require
prospective amendments to the Plan document to facilitate

compliance.

Due fo the passage of PPA, the sections of your Exhibit 2 that
pertain to Code section 415(n) compliance may have fo be
changed since some of the tax law changes are retroactively

effective.

Your Exhibit 2, pages 8 and 9, discuss pickup contributions
under Code section 414(h). This narrative should be revised to
incorporate the holdings in Rev. Rul, 2006-43. Under the
revenue ruling multiple elections-are not permitted.

12.We have a problem with the Exhibit 2 comments on page 16 in

13.

regards to the two COLA adjustments. See ltem #4 in our
2/13/07 letter, As previously noted, we believe that some sort of
adjustment needs to be made to the required 415 limit.

Page 17 of your Exhibit 2 appears to suggest that disability
retirement benefits are not excluded for IRC 415 purposes. .
Please clarify and explain your remarks in regards to this

matter. .
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14. Exhibit 2, page 17, states that the plan sponsor wishes to
remove the TAMRA election from the Pian. Please cite the iegal
authority that would allow this election, once made, to be

revoked.

15. Exhibit 2, page 17 states that an 8% interest assumption was
used. Please explain where this number comes from. Is it
specified within the terms of the Plan?

16.Exhibit 2, pags five suggests the possibiiity that some
participants may have exceeded the limits under Code section
415(c). if that is true, then that is a separate qualification failure.
Your submission should be revised to provide all of the
necessary details requlred by Rev. Proc. 2003-44 Section

11.02.

Please respond by 3/20/2007. Should you have any questions, please cail me at
206-220-6085.

Sincerely,

v /A 7

Paul C. Hogan

lntemal Revenue Agent

Employee Plans Specialist, Voluntary Compliance
ID #83-10754

cc: San Diego City Employees’ Retirement System
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

TAX EXEMPT AND
GOVERNMENT ENTITIES
DIVISION

Local contact address:
Internaf Revenue Service
TE/GE: EP: VC 7554

Attn: Paul C. Hogan

815 2nd Ave.-MailStop 510

February 13, 2007

lce Miller RS " Seattle, WA 98174
Attn: Mary Beth Braitman/Terry A M Mumford Telephone: 208-220-6085
One American Square- Suite 3100 Fax: 206-220-6071

Indianapolis, IN 46282-0200

RE: VCP Submission Case #811659038 for San Diego City Employees’
Retirement System and related Form 5300 Determination Letier Application

Dear Ms. Braitman & Ms. Mumford:

‘Piease ailow me the opportunity to apologize for the delay in getting back to vou.
| have reviewed your correspondence & attachments that were included with
your letter of August 31, 2006 and considered the new, additional qualification
failure that you submitted to the Service in correspondence dated August 9,
2008. | alsc looked at the documents included with the original July 12, 2005
VCP submission and its many other subsequent add-ons. The Manager of
Voluntary Compliance and other officials of Employee Plans have been
informally consulted in regard io this VCP submission and form 5300
determination letter application. We are all in agreement as to the next steps.

I have the foliowing comments and requests for additional information:

VCP Submission: Presidential L eave Issue:
1. Some discrepancies were noted in your 8/31/06 response and the related
Exhibits you submitted in regard to the Presidential Leave Program.

First, the POA letter of 8/31/06 on page 3 and the new Exhibit 12 included
as part of your Exhibit 2 state that five union presidents have been
impacted by this failure. It was noted that Ron Newman has not been
listed as an affected participant impacted by this issue, and the Exhibit
provides no information in regard to this individual. Yet your Exhibit

2E seems to mention this individual in connection with the Presidential

Leave Program. Please explain

Second, the new Exhibit 12 Supplement that was included as part of
Exhibit 2 (associated with your 8/31/06 letter) suggests that Harry Eastus
was affected by the Presidential Leave Program starting on 1/1/91.
However, the information in Exhibit 2E seems to indicate that he took cver
as union president on 3/4/89. it seems as if he would have been impacted
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by this failure prior to 1/1/91. Please explain.

2. The new Exhibit 12 Supplement that was included as part of Exhibit 2
(associated with your 8/31/06 letter) does not disciose how the “Base
Pension Amount, Monthly” was determined. in order to evaluate the
proposed correction method for this failure, information must be submitted
that shows what impact Union salary had on that computation of the “Base
Pension Amount, Monthiy”.

3. The language in the Plan regarding the Incumbent President Program
seems to indicate that the member’s required employee contributions wiki
also be based on the union salary received by the plan participant in
addition to any compensation paid by the City, See Plan Document Exhibit
(-10/21/02 Resolution. Are these employee coniributions being picked up
under internal Revenue Code (“Code”} section 414(h)? If so, is it by the
City or the Union? Does Code section 414(h) allow for such an action
since none of the Unions have adopted the Pian, and the picked up
contributions are not coming out of City compensation?

4. in terms of the years in which the Unions paid employee coniributions
directly to the Plan based on union compensation paid o the union
presidents, please indicate whether such contributions were picked up
under Code section 414(h), If so, please explain how this is acceptable
under Code section 414(h) given that none of the affected unions have
adopted the Plan and the picked up coniributions are not associated with

any City paid compensation.

.VCP Submission: IRC 401{a){9) Minimum Distribution- DROP-June 7, 2006
{ etier

After careful consideration of the original information presented in your original
letter of June 7, 2006 and the additional information and comments contained in
your 8/31/06 correspondence it is still uncertain from your correspondence
whether you have explicitly described an actual plan document failure in regard
to Code section 401(a)(8) that is appiicable for the TRA'86/GUST timeframe.
Your letter hints that the Pian's ianguage in regard fo the minimum distributions
may not have been complete enough to satisfy the overall form requirements of
the statute. While the individuals of the Service (at the August 10, 2006 meeting)
did encourage the Plan to present all identified problems to the Service’'s VCP
program there was no representation that we wouid ignore the program
requirements that apply {o VCP submissions. Rev. Proc. 2003-44 Section 10.01
states that the Service will not make any investigation or finding under VCP
concerning whether there are failures. Therefore, the Service will not, under
VCP, make a determination as o whether the Plan’s DROP distribution options
made before October 2005 adhered to a reasonable good faith compliance with
Code section 401(a)(9), whether Board Rule 12.21 is acceptable under Code
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section 401(2)(9) and whether Board Ruie 12.20 is in compliance with Code
section 401(a)(9). Nor will the VCP compliance statement contain an explicit
statement as to whether the steps taken by SDCERS to revise the DROP
provisions do not result in a per se violation of Code section 401(a)(9). It must be
pointed out that the plan language relating to final regulations under Code
Section 401(a)(9) is part of the EGTRRA remedial amendment period and this
language will be reviewed when the Plan is submitted for a determination letter
on the EGTRRA tax law changes in accordance with Rev. Proc. 2005-66. in
terms of operational compiiance, with Code section 401(a}(9} in regard to DROP,
the taxpayer is free to submit a private letier ruiing following the procedures set
forth in Rev. Proc. 2007-4 outside of this VCP submission. In the end, your VCP
submission should be revised to delete these requests. The DROP participants
whose required minimum distributions did not commence on time will be fixed as
originally proposed in your letter of April 19, 20086.

VCP Submission: Overpayment of Benefits-10% Disability Issue

After reviewing your initial 6/13/06 letier as well as the additional commenis and
information contained in your response dated 8/31/06, item 15 (pages 12 & 13),
the Plan’s proposal not to seek repayment from the affected participants is
acceptable and makes sense given all submitied facts and circumstances.
However, simply classifying the overpayments as an unfunded pension liability
that will be recovered through the Plan’s normal funding and actuarial procedures
is not acceptable. Overpayments that are not recovered from the affected
participants become the responsibility of the plan sponsor. Under EPCRS, we
require the plan sponsor to reimburse the Plan for any un-recovered
overpayments by making a special, immediate contribution to the Plan before the
end of a specified period that is to be set forth in the terms of any compliance
statement or closing agreement. Your propased correction methodology for this
failure should be revised to delete the references to increases in the Plan’s
unfunded liability and simply state that the overpayments will be paid o the Plan
by the plan sponsor{s} through special, supplemental contributions.

VCP Submission & Determination Letter; Cashless Leave Conversion Issue

1. We have your considered your initial letter of 6/19/06 plus its attachmenis
as well as the additional comments and information provided in your
response dated 8/31/06, item 17 (pages 26-27) pius attachments. The
terms of the Plan do not appear to comply with the form requirements of
Code section 401(a) because the language appears to offer some plan
parficipants a cash or deferred election (as defined in IRS Regs. 1.401(k)-
1) in regard to the donation of their annual leave in exchange for
additional pension benefits. Such an arrangement cannot be part of &
qualified defined benefit pension under Code section 401(a). We must
also point out that under the specific terms of City Ordinance 19126 that
was adopted on 12/3/02 there is no indication that this benefit was to
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funded via employee pickup contributions under Code section 414(h). In
fact, the specific terms of the City Ordinance that created the “cashless
leave” benefit clearly indicate that this is to be an unfunded pension
liability. It wiill be funded by possible increases in the City's contribution
rate and the City will not be transferring to the Retirement System the
cash equivalent of the Annual LLeave underlying the conversion {o
Creditable Service or the extension of the period of DROP participation in
these Annual Leave conversion transactions. See City Ordinance No.
19126 adopted on 12/3/02. Given this information, it is not immediately
obvious whether there is an actual operational failure involving a faiitre to
foliow the terms of the Pian as stated in your letter of 6/19/06 and its
accompanying anatysis. It is also not clear as to whether there is a legal
obligation under the Code for the City to immediately turn over (to the
Plan) $519,163.79 that is associated with the value of the donated leave in
order to fund the leave conversion benefit.

2. In order to be able to issue a favorable determination letter and resolve
the open VCP submission with an acceptable correction method that fully
resolves this qualification failure we are requesting that your initial VCP
proposal of June 19, 2006 be revised in the following manner:

(a) The terms of the Plan must be retroactively amended to remove
this benefit from the Plan.

(b) SDCERS will have to revise their records and remove the
additional benefits and service that were generated by the donated
leave from all affected participants. This applies to DROP and non-
DROP benefits. If overpaymenis have been made by the Plan then
it will have to try and recover any overpayments

{c} The City will have to resiore the donated leave {o the affected
participants if they are still employed by the City. If the affected
participants are no longer employed by the City then the City will
have to make a cash payment o the employee. Such a payment
will be considered as taxable compensation.

YCP Submission & Determination Letter Application: 401(h) issue

1, After reviewing your initial 6/22/06 letter as well as the additional comments
and information provided in your response dated 8/31/06, item 19 (pages 14
through 17 plus several Exhibits) and the DL Item 23 (page 31), the terms of
the Plan and the Plan’s operation did not comply with the form and
operational requirements reiating fo Cede section 401(h) and Code section
401(a)(2) especially given the express ferms in the 3/31/97 City ordinance
and Plan section 24.1502(a)}(5). in the end, plan assets were indirectly used
to pay for the 401(h) benefits at all times, and this design did not allow the
Pian to comply with Code sections 401(a)(2) & (401(h)). We do not agree with
your assertion that the $63,462,590 in 401(h) contributions associated with
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the 1997-2002 plan vears is simply a funding shortfall that should be
recovered through the Plan’s normal funding and actuarial procedures.

2. In order to have an acceptable VCP correction method that fully resolves this
qualification failure we are requesting that your initial VCP proposal of June
22, 2006 be revised in the foliowing manner:

a. The $63,462,590 must be described an immediate obligation io the
Plan that must be paid to the Plan by the City and that it will not be
freated as an unfunded pension liability. Like the other amounts
associated with this failure, the City must agree to repay this amount to
the Plan on a faster schedule as discussed further on page seven of
this letter, and it must be added {o the other amounts described in your
letter of 6/22/08 that are owed fo the Plan. Therefore, the corrective
amount that is owed to the Plan as a result of the described 401(h)
failure has increased by $63,462,590 (before interest). This amount will
have 1o be adjusted for earnings through the date of correction and be
added to the other amounts associated with this failure that are
considered immediate obligations. Please include revised exhibits that
document the amount to be repaid the Plan as a result of the 401(h)

failure.

b. In order to fix the plan document failures, the terms of the Plan need to
be retrcactively amended to remove all mention of Code section
401(h), section 24.1502(a}(5) and any other language that states that
the Plan would pay for health benefits with plan assets. A revised
corrective amendment needs to be submitted.

VCP Submission 415(b) Submission dated August 9, 2006
1. Inregard to the 29 participants who received overpayments in

excess of the Code section 415({b) limits, the initial correction
proposal seems incomplete. The sole burden of correction is being
placed on the pian sponsors to restore these overpayments 1o the
Plan. Given, the repayment burdens on the plan sponsor caused by
some of the other operational failures; please provide a detailed
explanation as to why the Plan does not first attempt o recover the
overpayments from the affected participants using one of the
methods in Rev. Proc. 2003-44 Appendix B Section 2.04(1){(a)(i)
and (ii). It seems as if this correction proposal should be revised.

2. If the excess payments are not recovered from the affected
participants then the Plan must follow the notification procedures
set forth in Rev. Proc. 2003-44 Section 6.06 in regard to the excess
amounts that they received from the Plan. Please revise this
correction proposal to comply with EPCRS correction principies in
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regard to this matter.

3. Your letter of 8/9/06 and its attachments indicate that the calendar
year was used to determine limits under Code section 415.
However, this clearly conflicts with the express terms of the Plan as
set forth in Section 24.1010(b){8). The terms of the Plan (in effect
during the period of failure) clearly indicates that the Plan’s
limitation year is the fiscal year beginning on July 1 through June
30. This is a perfectly valid limitation year and we would expect all
compliance testing to be based on the Plan's limitation year. There
is no legal basis that would allow you, the Plan’s actuary or the
Board the right to ignore the express terms of the Plan. Nor, at first
impression, is there any authority under the Code or EPCRS that
would allow the Plan’s limitation year to be changed {on a
refroactive basis) given that no actual testing was done prior to
2008. Of course, if you wish to prospectively amend the Plan and
change the limitation year you may do sc. However, until that
discretionary amendment is actually adopted; the fiscal year
iimitation year must be used in determining a participant’s limit
under Code section 415, In order to determine whether you have
corrected this failure, your compiiance testing for determining past
IRC 415 limits in past years will have to be redone using the July 1
through June 30 as the limitation year. If the numbers change, a
new Exhibit F will have to be submitted. Given the date of your
submission we expect your analysis fo include all retirees through
June 30, 2006.The correction narrative in your cover letter and
analysis document will also have to be revised.

4, The analysis in your letter of 8/9/06 and the Plan terms indicate that
this Plan provides for COLA benefits/increases. We do not agree
with your conclusion that COLA benefits have no impact in the
determination of a pariicipant’s maximum benefit under Code
section 415(b) (page 13-14). We expect you to {ake into account
the Plan’'s COLA benefits into consideration when determining a
participant's maximum 415(b) limit. Generally, this will call for an
initial reduction in the participant’'s maximum 415(b) limit. in order to
resolve this issue under VCP, please take the following actions:

{a) Please revise your correction methodology narrative to
take into account COLA and its impact in determining
limits under Code section 415(b).

(b} The compliance review for the old plan years will have to
be revised taking into account the effect of COLA' and its
effect on a participant’s initial 415(b) limit. The -
compliance review will have 1o be redone and new
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Exhibits, including Exhibit F will have to be submitted.

(c) The terms of the Plan document will have to be amended
to contain proper language in regard to the coordination
of the COLA adjustments/benefits and its impact on the
maximum fimit under Code section 415(b).

5. The testing procedure set forth in Exhibit A and methodology
narrative needs ic be clarified to say that 8% interest will not be
used for post retirement adjustments o the maximum dollar limit if
retirement benefits begin after the participant reaches age 65.

6. The correction narrative on page 19, in regard to item (d) should be
revised and clarified to say that the specified exception only applies
to pre-retirement disability benefits. It cannot be applied to disability
benefils that are paid by the Plan after the part:c:lpant retires” with
a disability pension.

7. Due to the compiexity of this VCP issue, the length of your analysis
and your numerous exhibits we reserve the right to raise additional
questions and concerns in regard to this issue.

VCP Submission- Request for a five vear Repayment period for Amounts
owed to the Plan associated with the 401(h) health benefits-retiree health
expenses and the 415(b)} failure.

We have carefully considered your request to allow the plan sponsor {0 have a
five year repayment pericd in order to reimburse the Plan for the payment of City
expenses, or certain employee contributions that were turned over to the Plan or
to restore overpayments that were mistakenly paid to some plan participants. We
believe that the requested repayment period is too fong given the limitations of
the VCP program and is not consistent with how we have handied similar
requests in past EPCRS situations. Given all of the facts and circumstances, a
more reasonable repayment period that could be allowed under VCP would be
approximately 18 months. Five years is just too long. Please revise your
correction proposals to call for a shorter repayment time. Please remember to
include this reasonable repayment period for the amounts owed as a resuits of
the overpayments associated with the Plan’s 10% disability benefit and the
additional amounts owed that are associated with the 401(h) retlrement health
expenses failure and the 415(b) overpayments.

New Operational Faijure for VCP {ltem 20 of your 8/31/06 letter, page 17}

I have reviewed your 8/31/06 letter (page 17) along with Exhibit 26 and your
other letter of 6/22/06 with its Exhibit A. You have clearly described an
operational failure where Plan provided benefits to certain individuals that were
not in accordance with the terms of the Plan in the 2004-2006 plan years. Under
the Internal Revenue Code, a gualified plan must operate in accordance with the
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terms of a written plan document. Changes in a state law do not override this
basic requirement of the Internal Revenue Code. If the Plan has to change iis
operation fo comply with 2 state law or some court case then the plan sponsor
needs to amend the Plan by the end of the plan year in which such changes
were effective. Under the Code these changes are considered discretionary
changes. Given your own disclosure of the issue, please add this failure to the
VCP submission and revise the Exhibit 26 amendment to contain the proper
retroactive effective dates that conforms the plan document o the Plan's
operation in regard to this specific matter. | call your attention to Rev. Proc. 2003-
44 Section 12.08(4)(b). The pian document cannot be changed retroactively
under the Internai Revenue Code unless the Plan is retroactively amended to
apply these discretionary changes, and only certain programs under EPCRS
allow this action to occur. A change in Administrative procedures will have to be
made in order to ensure that needed discretionary amendments to the Plan ‘
document are drafted timely and adopted by the plan sponsor in a timely manner
so that the plan document conforms to changes in the Plan's operation.

Form 5300 Application Issues-

1. Given the existence of the Technical Ordinance (See Exhibit 26
associated with your letter of 8/31/06) and the comments in your letter of
8/31/06 (page 20) it is obvious Plan’s terms did not fully comply with all of
the form requirements imposed by Code section 401(a). Some of the
failures were discovered by your office and others were uncovered during
the initial review of the form 5300 application by the Service. The Plan has
never received an IRS determination letter and the remedial amendment
period for TRA'86/GUST has been closed for some time. Many of the
identified plan document defects go back to the effective dates of
TRA'86/GUST. In order to fix the plan document defects many of the
changes in the Exhibit 26 proposed amendment to section 24.1004 must
have retroactive effective dates in order to fix identified problems with the
plan document. Since the Code section 401(b) remedial amendment
period has expired for TRA’86/GUST fax law changes the Plan cannot be
retroactively amended to fix identified plan document failures unless the
VCP submission is expanded. Please note that a favorable TRA'86/GUST
determination letter cannot be issued unless the Plan is retroactively
amended o fix the plan document failures. Please expand the VCP
submission to acknowledge the plan document failures.

2. In terms of your Exhibit 2 that is associated with your letter of 8/31/06 it is
not clear if a good faith EGTRRA amendment was adopted timely to
implement the higher compensation limits associated with Code section
401(a)(17) and for the QDRO rules of Code section 414(p) that now apply
to governmental plans. It would seem as if some sort of EGTRRA good
faith should been adopted by the end of the GUST remedial amendment
period or the end of the 2002 plan vear. If there is a chance, that some
required interim, good faith amendments for EGTRRA were not timely
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adopted by the plan sponscr then please expand the VCP submission to
include the additional failure.

3. Many of the amendments that are part of Exhibit 26 need to have
retroactive effective dates. Currently, some of the corrective amendments
do not have an effective date. Some of the proposed changes should be
effective as of 7/1/89 while others may have a different date. Please revise
the amendment to contain the correct effective dates.

4. Our prior letter raised concerns on whether section 24.0103 & 24.0902 of
the Plan complied with Code section 401(2)(25) & Rev. Rul. 79-90. In vour
response (8/31/06 ietter, page 21) you have proposed fo have the Board
adopt these factors via a “Board Rule”. Since these “Board Ruies” are to
be part of the plan document you must submit these documents to us so
that they can be part of the proposed amendment and be associated with
the determination letter application. They must also be evaluated for
compliance with the above rules. The Board rules must specify the inferest
rates, mortality tables that have been used July 1, 1989. We must point
out that Board rules that are drafted like your Exhibit 18 (associated with
your letter of 8/31/06) are not definitely determinable and will not satisfy
this requirement. '

5. Our previous letter raised concerns about whether several of the Plan’s
provisions provide definitely determinable benefits as required by Code
Section 401(a) and [RS Regs. 1.401-1(b). In your response (8/31/06 letter,
pages 21-22 & pages 27-28) you have proposed to have the Board adopt
employee contribution rates, and interest paid on employee confributions
via a “Board Rule”. Since these “Board Rules” are 1o be part of the plan
document you must submit these documents to us so that they can be
part of the proposed amendment and be associated with the determination
letter application. They must also be evaluated for compliance with the
above rules. The Board rules must specify the rates that have been used
July 1, 1989. We must point out that Board rules that are drafted like your
Exhibit 18 (associated with your letter of 8/31/08) are not definitely
determinable and will not satisfy this requirement.

8. The DROP language that is present in plan section 24.1404(c)(6) is not
definitely determinable and it needs {0 be addressed. Some sort of
retroactive amendment will have to specify the rate or rates that have
been used since the DROP was added to the Plan up through the current
plan year. Similar {o earlier items #4 & 5.

7. After reading your response in regard fo the questions involving the Plan’s
death benefits (see 8/31/06-Pages 22-24) the terms of the Plan should be
amended fo contain a specific overall cap on the total amount of death
benefits that will be provided by the Pian. This will ensure that the Plan
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terms are consistent with the requirement of IRS Regs. 1.401-1(b)(1)(i)
with the incidental death benefit limitation. The use of one of the specific
methods mentioned in your 8/31/086 letter would be acceptable. Please
make this provision retroactively affective as of 7/1/89.

8. We have reviewed the proposed amendment (Exhibit 26-associated with
your letter of 8/31/06) in terms of the new language for compliance with
Code section 401(a){(17) and page 24 of your cover letter. it is not clear if
the proposed corrective amendment allows the Plan to meet Code section

401(a)(17) limits.

(a) As noted in some of the other questions, the referenced Board rules
were not included with the amendment. They must be submitted and
made part of the proposed amendment and reviewed as part of the DL
application. Please submit the missing documents and please keep in
mind the rule on definitely determinable benefits.

(b) We do not believe that the family aggregation rules can be
incorporated by reference. Also, the language in the amendment is not
very clear that such provisions were only effective in the 1996 plan year.
Piease submit a revised amendment.

9. As noted in the VCP item relating to the “cashiess leave” issue, the
fanguage in the Plan must be retfroactively amended o remove this benefit
from Plan sections 24.1310(c), 24.1402 through 24.1404 and any other
applicable plan section that references this benefit.

10.As noted in the VCP ltem relating 1o the 401(h) issue, the language in plan
Article 24 Division 12, Section 24.1502{a) and other places in the plan
should be retroactively removed from the terms of the plan document. A
revised corrective amendment is needed. The language in the Plan does
not meet the form requirements of Code section 401(h) and 401(a)(2).

11. The definition of IRC 415 compensation that is part of the proposed
amendment (Exhibit 26 of your 8/31/06) is still not acceptable for the
following reasons:

(a) No refroactive effective date.

(b} The wording in the propoesed amendment is still not definitely
determinable since there are two choices in this regulation {1.415-
2(dY 1)) or {ii). Also, the term “W-2 income” is not used in the
regulation. Please choose one of the definitions of compensation
that is in this regulation and please do not use terms that are not
referenced in the regulations.

(c} The amendment did not include the exclusion relating to 414(h)
contributions.
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(d) The amendment did not include the GUST inclusions effective in
the 1998 limitation year in regard to increasing the definition of
compensation for IRC 415 purposes as noted in Code section
415(c)(3). Also, lacking is the additional adjustment that was added
by CRA’00 effective in the 2001 or 2002 limitation year.

(e) Given Participant’s abiiity to purchase service credit, the Plan may
need fo add the IRC 415(c) limits. It is unclear if the specific
proposed amendment language on page 16, item 3 meets this
requirement.

12. In terms of the change to the Plan’s definition of “Limitation Year”, the
proposed amendment is not acceptable because it does not contain an

effective date.

13. As noted in the VCP item relating to the IRC 415(b), (¢} & (n) issues, the
language in the Plan must be z*etroactrveiy amended to further comply with

Code Section 415 limits.

Miscellanous Issues:

Due to the compiexity of the VCP submission and the related determination
letter, we reserve the right to raise additional questions and concerns.

Please respond by 3/14/2007. Should you have any questions, please call me at
206-220-6085.

Sincerely,

T ST

Paul C. Hogan

Internal Revenue Agent

employee Plans Specialist, Voluntary Compliance
ID #83-10754

cc: San Diego City Employees’ Retirement System
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